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ABSTBACT 

The first section of the study on levering the 
peraanent rate of unenployaent discusses the effects and liaitations 
of increasing aggregate deaand through fiscal and aonetary policy and 
indicates the inability to achieve the desired level of uneaployaent 
siaply by stiaulating deaand. Section 2 analyzes the characteristics 
and structure of our current uneaployaent. The specific probleas of 
uneaployaent aaong young workers are exaained in the third section, 
and a nuaber of possible policies are suggested. Section 4 discusses 
the four aajor sources of unnecessarily high uneaployaent aaong adult 
workers and specific policies are suggested. Section 5 deals with the 
particular problea of iaproving the incentive effects of uneaployaent 
coapensation. A brief suaaary section is followed by critical 
coaaents on the innovative and controversial policy suggestions 
offered in the study; five econoaists and statisticians with 
expertise in the area of eaployaent and uneaployaent analysis were 
invited by the coaaittee to coaaent. The author's reply is included. 
(Author/A J) 
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LETTERS OP TRANSMITTAL 



7V> Mcmhcn of the Joint Economic Committee: 

Transmitted herewith is a study entitleil ^'I^owering the Pennanent 
Rate of Unemployment," by Professor Martin S. Feldstein of Harvard 
I *ni wrsity, tofrether with cViriijnes of this studv by live economists and 
statisticians with expertise in the ami of employment and imemploy- 
ment analysis. The Joint Kconomic C'ommittt^ commissioned this study 
and invited tlie critical conunents out of a conviction that research ar i 
dis<*ussion rel:itin«r to thi» possibilities for lowering? the rate of un- 
einnloyment si^niiHrantly UOow levels which traditionally have pre- 
vailed in the* Tnited States w<mld make un imi>ort ant contribution to 
the execution of the nuuulatc impostnl on the committee by the Employ- 
ment Act of imo. 

The views expressed in the paper and the comments are exclusively 
those of the authors juul do jiot neees?^irily represent the views of the 
Joint Kconomic ( 'onnnitiee, indiviilual meml»ers thereof* or the com- 
mittee statf. 

WuiciiT Patmav. 
Chahumm^ Joint Krottomic Committee. 



SKPrr.MUKU 17. 10T:i. 

Hon. Wmcarr Patman, 

Churmoh^ Joint Eeonomic Committee^ 

f\S. CongrenBn Wmhington^D.C* 

Dear Mn. Ciiairmak: Transmitted herewith is a study entitled 
*'I^>werin£r the Permanent Kate of rnemplovment/' tofrether with 
invited eonunents and a reply. This study, which examines the possi- 
bilities for siifnificantly reducing the rate of unemployment below the 
hovels which nave prevailed historically in the United* States, was pre- 
pared by Martin S. Feldstein. professor of economics at Harvard Uni- 
veisity/in a^^sociatioti with Data Kcsonrces, Inc., of Ix»xinpton, Mass, 
(Viticities of the stuily Ijave k^en prepared by 11. A. Gordon of the 
T*niversity of California. Bennett ilarrison ojp the Massachusetts In- 
stitute of Txhnolo^ry. Charles C. Holt of the Urban Institute, Ilyman 
W. Kait;^. formerly Assistant Commissioner of the Bureau of Labor 
Statistics, and Frank C. Pierson of Swarthmore College. 

The committee commissioneil this sttidy out of recopnititm of a need 
for far more res*»arch on the possibilities of n*ducinjr unemployment 
and out of conviction that the Employment Act of 1946 imposes on the 
CMumittw the mandate to fully and rontinuously invest ipite this ques- 
tion. The studv concludes that while fiscal an<rmonetary policy alone 
cannot succeeci in reducing unemplovment to the levels this committee 
rejrards as desirable, additional |K)lic1es desi/i^ed to shorten job search^ 
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impnivo woikiM- traiuintr* ami suin>loment the waijes of unskillod and 
iiioxperioncinl vomij^ v.oiUors <(iulil mako an important contribution 
to losscnin}? unVninloynjont. HiM aust* many of the si>ccitic iK>Hries pro- 
iiosoil in this stmly iuv innovative ami lontrovcrsial, the committee 
invitiil oritiial coinm^Mits hy Iho oronomists ami statisticians with 
particular cxin^rtisot in the iuva of cmphiynuMit and unemployment 
analvsis. Tluvc ronnnonts and thtt reply by Mr. Fcldstein have per- 
luittiHl the assimilation into one volume of a ranjre of viewpoints on 
s5i»veral import^mt asi>e<:ts of employment policy, and the connnittee 
wonhl like to express Us f?ratitude to all the authors for their contribu- 
tions to thijs volume. 

The views expivsseil in this study and in the comments are those of 
theauthors and ilo not necessarily repi-esent the viewsof the committee, 
its individual mend>ers, or its staif. 

JoHX K. Stark, 

Executii^e Director. Joint Economic Committee. 
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INTRODUCTION 

A high level of uneiuploynient is a persistent problem of the Anier- 
lean economy. l)urinjrtlK» p ist *ju years, the uvei-ujLTe rate of unemploy- 
ment exoee<le(l 4.5 peivent. In only 1 postwar year (1953) did imem- 
ployment drop below 3 percent. Xlthough ever}' segment of society is 
affected, s4ome groups have unemployment rates that are several times 
as hig!i as the national average. At the end of the first half of lOTi, 
more than 9 percent of tite nonwhite labor force was unemploved. 
Among men imder 25. the unemployment nite was 11.5 percent. Thesi* 
high nnemplo3*ment rates implv substantial personal and aggregate 
losses. Moreover, as I sl)all emphasise below, tlie American pattern of 
unemployment is a symptotu of a more serious failure in the develop- 
ment and use of our ^^^ation's manpower. 

Unfortunately, there is no reason to expect that the next 20 \-ears 
will be l>etter than the last. Without substantial new policy initiatives, 
Americ:in unemployment rates will remain significantly ni^her than 
those that prevail in Western Europe and in most otner mdustrial 
nations. Now that tlie unemployment rat^ is beginning to fall from 
the very high rates of 1970 and 1971, it is important to ask whether 
t!it»re is anything that can 1h* done to lower permanently the average 
rate of unemployuient to percent or Inflow. 

That is the question posed by the Joint Emnoniic Committee in 
commissioning the current study of the possibility of 2 percent unem- 
ployment. Althoufrh the current conclusions and* proposals should be 
n*glirded as tentative, I believe that it is imimrtant to stimulate dis- 
cussion aliout these particular issues at the current time. 

My basic conclusions can be summarized briefly: 

First, I lielieve that we probably can lower the permanent unem- 
ptoyment rate to a level sunstantially below the average of the post- 
war |)eriod. An average unemploytnent rate significantly less than 

percent for those seeking pemianent full-time employment* and 
fXK^sibly close to 2 percent, is a realistic goal for the next decade. 

Second, the economy is not likely to achieve such a goal, or indeed 
to |>erform any better than it did in the past two decades, without sig- 
nificant changt\s in employment policy. 

Thin? expansionary macroeconomic policy cannot be relied upon to 
achiev .ne desired reduction in unemployment. Any possible in- 
crease in ai'crregate demand that does not haVe unacceptable effects on 
the rate or inJ?^tion would leave a high residue of unemployment. I 
Ix^lieve that this is true even if one is very optimistic about the effect 
of increasi-s in aggregate demand on inflation. The structure of unem- 

{>lDvment and the current functioning of our labor markets imply a 
ligh overall rate of unemployment even when key unemployment rates 



ArTROR's NoTK.— I am srrateful for helpful diseusstoM with E. Allien, R. 
Brinner. P. Doeriafyer, J. Puej^nberry. .T. Dunlop, O. Eeksteln. J. FlemminRr, R. 
Fiwman. H. HnU. nn<l B. Wrlffht. I am aUo indebted to Mr. Wrigrht for asislstance 
with the statis«tieal calculations. 



avQ extremoly low, Hetter tnanajjcmcnt of aggivgate diMiiaiul 1ms a 
role to nlav/but it cannot do the entire job. 

Fourtiu towering the overall rate of unemployment will require new 
types of policies aimed at increasinu the stability of employment 
among young workei's* at eliminuting unnecessary seasonal and cyeli- 
cal fluctuations in labor demands and at increasing the st>ee<l witli 
which tlio unemployed return to work» Several such policies are sug- 
gested below. 

The first section discusses the effects and limitations of increasing 
aggregate demand through fisciil and monetary policy. The analysis 
presented there^ ba?ed on simulations with an econometric model of 
the economy, indicates the inability to achieve the desired level of 
unemployment simnly by stimulating demand. Section II explains 
lomo of the rciison lor tliis by analyzing the characteristics and struc- 
ture of our current unemployments The specific problems of unemploy* 
ment amon^ young workers are examinea in the third section. A better 
understandmg of the problems of this key groiy> suggests a number 
of passible nolicies that could have important effects. Section IV dis- 
cusses the xour major sources of unnecesarily high unemployment 
among adult workers : the cyclical and seasonal instability or demand 
for labor; the weak job attachment among important subgroups of the 
iwpulation; the. problem of those with severe physical ana mental 
liandicaps; and the long delays before some of the unemployed return 
to work. Specific policies are stiggested for dealing with these separate 
problems. Section V deals with the particular problem of improving 
the incentive effects of miemployment compensation. There is then a 
brief summary section. 



1. THE LIMITED EFFECTS OF INCREASING DEMAND 



The himc fnuuowork of Kcyiiesiaii economics, conditioiieil by the 
exi)erie!ioo of the ll^Ws, has always emphasized the inadequacy of 
ajrgrcffati' domand a^^ the soiiroo of unomplovment, WMle economists 
hiwe debated the relative merits of dilVerent Instruments of monetary 
and fianil policy, it was j:^nerally. and is still quite widely, believed 
tliat unemployment ran 1h» rodneed to verv low frictional levels of less 
than i>eroent by snfliciently stinmlatingitemand. 

Phillips* ( lfC>8)^ famous article warned economists that low rates 
of unemployment could only be achieved at the cost of hij?h inflation. 
S]>ecific csthnates of the Plullips curve for the United States, befdn* 
nmfr whh a paper by Sanmelson and Solow (lOGO), suggested that 
tlie TTnited States faces a less favorable inflation*unemployment trade- 
off than Britain. The high rates of inflation that accompanied Mlini^; 
unemployment in the late ItW^s has ajrain focused attention on the 
potential cost? of increasing the pressure of demand. 

Moreover* some economists now claim that the situation is worse 
tlian Phillips recojsnized. Friedman (1068), Phelps (1969) and others 
have arjrued that tlu»re is no lonff-iniii tradeotf between inflation and 
unemplovment. Attempts to lower unemployment below some 
••natural** level by raising ajor^rreirate demand would only increase 
iriflation without tiny effect on unemployment. According to this point 
of view, the PliilHps cur\*e is at most a short-run statistical phenome* 
mus an accidental byproduct of the fact that hijrher than average 
rates of inflation are generally associated with risinjo: rates of inflation. 

There is still a jrreat deal of contmversy about this issue. Although 
most empirical studies (e.g.. Solow (1900) and Gordon (1970)) do 
not supiK>rt Friedman's i)osition. this may merely reflect an inade- 
<jnatelv specified measure of exi>ected inflation or an historical period 
in which hijih rates of inflation did not i>ersist very long. Empirical 
work on tliis problem is likely to continue for some time. What might 
now be descriWd as a "moderately oj)ti?i;istic*' position, suppoiled by 
lioth theoretical analysis (Tobin. 1972) and empirical research 
(Eckstein and Brlnner\ 197*2), is that some tradeoflf between inflation 
and unemployment exists as lonir as the rate of inflation is relatively 
low but tlmt there is some rat<^ of unemployment l>elow which the 
eeonomy cannot l)e movod by raisinir the rate of inflation. Eckstein and 
lirinner sn^rirest that this occurs at an unemph^yment rate in the range 
of I to 4.r» perci»nt. 

It is dear that even this relatively optimistic view implies that the 
ability of macrwconomic i>olicy to reduce unemployment is very 
limit/Mh I prefer to avoid in this mi)er the intricate controversy about 
the preeise fonn and dynamics of t lie Phillips relation. Rather I wish 
to consider the effects* that further increases in aggregate demand 



* Complete refen^nces to material clte*l In this way are provided at the end of 
the paiier. 
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wouki Imve if tlio i)rf>Mein of inflation could somehow be avoided* 

More specifically, 1 will use nn econometric nioiiel to study the effects 

of a decade of expansionary fis?cal and nionetaiy policy in an economy 

in which wajrcs and prices are not permitted to respond to increases in f 

demand* Althou^rh one possible interpretation of this would be as a 

description of an economy with a successful prices and incomes 

policy,* I prefer to n^jrard the assumption that prices do not respond 

to demand only ns an analytic device for examining issues that could 

not be considered if one beffan with the view that the i)ernianent rate 

of unemployment could not l>e driven below 4 pewent 

Within this new framework, three interesting; questions can be 
asked* First, how would the unemployment rate of prime age males 
respond to diffeivnt levels of fiscal stimulus! Second, what overall rate 
of unemployment would then pre\'ail ? ThinL how would other charac- 
teristics of the economy — real income, investment, tax collections, 
profits, et cetera^-respond to these higher levels of affjo^rogate demand ? 
The remainder of this section answers these questions. The results 
implv that even very large increases in Government spending, although 
<^pable of reducing certain key unemployment rates to very low levels^ 
would leave the overall unemployment rate relatively hign. Neverthe- 
less, sinoe even quite modest unemployment gains would be accom- 
panied by substantial benefits in higlier income, investment, et cetera, 
it is clear that such expansionary* policies would be worth while if tliey 
were not in foct a source of substantial inflation. 

The alternative policy simulations have been ctilculated using the 
Data Resources model of the VS. economy. This is a large, quarterly 
econometric mo<iel constructed by several economists under the gioi- 
eral direction of my colleague. Otto Eckstein.* Each of the equations 
of the model has been statistically c^stimated using observations from 
the early 1350's through the most recent available data. The modi 1 is 
continually I/eing revised and upf-ated. It is currently used to inake 
detailed sft»'>it.-term 2-year and int^^rmediate 10-ycar forecasts thai, are 
widel V used in business and government. 

It is of course important to recognize that^ like any econometric 
foreca!«ts. the current analysis reflects all the shortcomings of an his- 
torical! v estimated model.* There is a further problem in the cirrrent 
case. The policy simulations require descriptions of an economy that 
is behaving in a very ilifferent context from anything that has actually 
l>een observed during the period that wns used to estimate the ?nodei. 
The restdts must therefore be rejnirded more as illustrative of tlie gen- 
eral impact of policy than as precise forecasts. 

Econometric forecasts reflect not only the structure of the mcdel but 
also the assumed behavior of such exoirenotis variables as tac rates. 
Government s^iending. and |>opulation thnt are not determined by the 
nirnlel. The current policy simulations use essentially the same values 
for those exogenous variables as those incorporated in the July lfi72 
Data Resources 10-year projections. The values of the exocrenous vari- 
ables reflect the latest available information, official projections and 



•The general failure of nuch policies In Enrope ^lionld warn apilnM; any optl- 
m\fm abnnt the prnspe*^« f lonff-nm snpreiui In the Tnlted Statw. For a recent 
snrrey of European experience, tnmnn and Flanacan (1071 > . 

•Por a fteneral description of the model an well aa «peclfloatlona of Hirh 
eqtiAtlon. aee 'The Data RiHionrcea Econometric ForecasttniC Syatem: A Pre- 
liminary Account/* December 1971. 
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judmiients of thi» Dutn Kosourwj^ j)iH>fe«sional st^ff. Instead of de- 
scribing the specific assumptions about these variables,* it is easier and 
nion* nieaninjrful to sliow the implications of these assumptions md 
the. model itself bv indioatlnfr the forecast values of some of the kev 
endogenous variables. These aits shown in table 1 for 1972, an(l 
19S0. 

UBU l.-BA$IUNE NOICCTIONS FOR 1972. 1976. ANO 1110 
(Ddttir amounUin biltiQntl 

V«fiiW» 1972 jjKj 



Contumer pri w tfaflitor 138 J 154 5 igS g 

Gronn«tiQn«l product . tl 14S.5 ii M7 1 t\ m\ 

€ton«ttionai Product in 1959 tfouira ^'mi ' UJi iWl 

retf«ri Oovemmtnt«ip«nditurH . . . . 245 0 III 3 Sil 5 

FtdtM) GovCf nm^nt purchiMS of and itrvices [. 106. 4 12*^' 1 152 0 

FtdtfiiaemniTttntficeloti... ' ZH% 297 7 117 1 

Oov^f nmtnt surplus or ft«(i€i) Ml A Uns I --20. 1 -2o! e -.17 i 

Consumer txpinditures in l9$ldQiUri 513.$ mj.? 797 4 

rii8dprWitononrtild«ntf4linvntm«ntm!3S8Jottors . |6,5 10$ 5 l^S 



It \^ clear {innn these figiires that the currently projected imth of the 
economy involves a fall in the rate of unemphiyment from recent 
abnf)i*nial highs to slightly above the postwar average of 4.6 percent. 
It should bt» iwalltnl tjiat this unemployment rate is also just above the 
range at whidu uc^-ording to the mode), further increases in aggregate 
chnaand mise inthition without lou^ering unemplovment The rise in 
the consumer price level from 138.8 in 1972. to 1C9.8 in 1980, implies a 
iiKHli'nitely high annual inflation rate of 2.5 percent. \Miile I do not 
subscriln^ to all of the assumptions embodied in these forecasts, I 
uivepf t)u»s4» projections as a reasonable description of the future path 
of tiic e( onomy an<l. in particular, as a baseline from which to consider 
the effects of alternative macit>economic policies. 

To «t!idy the effects of stimulating aggregate demand, I have con- 
sitlered t! ree alternative increases in the level of Federal Government 
S|HMiding on nonmilitary goods nnd services.* The first simulation cor- 
responds to aildinj^ $3 billion to the annual rate of nonmilitary Gov- 
ernment spending in each year from now through 1980. In the second 
and third simu1atiorH« the increases in each year's spending are $5 
billion and $10 billion. In each case, tax rates were assumed un* 
changed. As I explained above, the model of the economy *8 behavior 
iia>; bi'en mollified to prevent wajp^s and prices from rising in response 
to these increases in demand. The key wage and price variable^— the 
index of comtH>nsation jier nian-hour,*the GXP price deflator, and the 
consumption coiniKinent of the price deflator — were conj*rain<»d to 
follow the same time path that they woidd have without the additional 
< rovcrnmont spnidinjor. With these variables set exogenously. the other 
wagt*s and prices followed approximately tlie same course that they 
would have without the increase in aggregate demand,^ 

^ Vot a detaUedl deserlpttoo of tbe exogenona variables and individual equation 
•djttstaient factors, fiee '*Tbe Data Resources Review," No. 7. July 1»72 

* The Data Resotiroeii model does not eurrently permit a more detailed speciH* 
eation of tbe form of Federal eivilian spendini?. 

* The Data Resources model was m<^ifled for all the stmulatioas by aasumififr 
that the nejmtive time tread term in tbe model's e<|uation for the unemployment 
mti* of marriiHl men doen not persist prU 1072. Failure to do thi» would further 
hwkw the marriml male uuemirioymenr rate In future yean relative to the over* 
all unemployment rate. 
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Table 2 shows the inipac't on miomploymout rates of tlic alternative 
fisi'al polioios. It is irloar that none ot the increases in Rpendinjr is suf- 
ficient to rednoe the overall unemployment rate below 4 percent. To 
s**© whv% it is useful to foeus on Simulation III^ a susbMued increase of 
$10 billion in the annual nito of nonmilitary spendinjor* The baseline 
pmjeetion— no additional (lovevnnient Kpomlinjr—indieatos a fall in 
the key unomployment rate for white males 20 years old and over from 
the current i\y<'liVally hiffh level of 3,6 percent to 2*9 percent in 1980. 
With a $10 billion annual increase in (tovemment spending, that \m- 
emplpyment itue is driven down to 2»5 percent. Similarly, while the 
b:ist*Hne projection imiicates that married men would still have an 
unemph\vn)ent mte of 1.0 percent at the end of the decade^ the addi* 
tional fiscal stinmlus yields a rate of L8 percent. 

TABU 2.-ErFECTS ON UNEMPLOYMENT OF INCREASED FEDERAL GOVERNMENT SPENDlNGt 

IDollari in bUlions) 



BiftliM i "li m 



AnRtf«l iMfMid in F»dtfll R(»Rmilitirv$fmn(fin|. . . 

i9»:::::!:::;:::i::::::::;::::::::!::::: 

1980 

OvtfalluMmpiDyintfttrate: 

xm 

1976 

IMO 



0 


13.0 


15.0 


$10.0 


3.6 

1:1 


3.6 
2.7 
2.8 


3.5 
2.6 
2.8 


3.4 
2.4 

2.5 


f:l 

1.9 


2.8 

1.9 

2.0 


2.8 
1.9 
2.0 


2.7 
1.7 
1.8 


5.6 
4.7 
4.8 


S.S 
4.S 
4.6 


5.5 
4.4 
4.5 


Vx 

4.3 



t $M Itit for iisumptioM. 

Such levels for these txco key unemployment rates represent a very 
tijrht labor market. In only f> years during the postwar period did the 
married male unemployment rate actually fall below 1.8 percent. The 
rate for white men 20 years old and over only dropped below 2 percent 
briefly durinjr the inflationary boom at the end or the lost decade. Yet 
the ivhitivelv tijrht laltor market, conditions that would be produced 
by a $10 billion inerea.^ in Government spendinff are insufRcient to 
bi*in;ir tlie overall unemployment down to even 4 percent by the end of 
the (Mirrent decade. 

The nio<lol in^plies that the ."Structure of unemployment is such that 
an undesir:d>1y hi^h overall rate of unemployment is consistent with 
very h>w mte^ for prime age men.^ The next sections of the paper will 
analy/e the specific features of the structure of unemployment that 

* Tbo Data Rcftnnrcos model at f>ther oconometric modeln 5iame form of 
'•Oknn*« T,:iw** to Mate attsrrocate demand and unemploymenh Thin may oani^ 
an undofofrtlmate of the effect «f very lanre increauM In demand on nnesnploy- 
ment If the tnie rolation i<i different at low ratwi of unemployment than In the 
ranfiTP of historical observation^. It need not however, affect the relation amone 
nnemploymf nt rates* The detailed evidence presented below «ipport» these Infer- 
encpff. Of rouriK*. all of the foreeasta of unemployment rates and other economic 
masnttude^ assmme that the baalc atmctare of the economy is unchanged* The 
apeclflc poUHcfl aumested in sections III through V are deatgned to alter the 
current Ht met are* 
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prevent the vconotuy fwm achievinif any desired nnemploynient rate 
t>y a sufficient increase in demand. First.' however, it is worth exuniin* 
ing some of the other effects of an expansionary fiscal policy. The 
inability to achieve a very low unemployment rate sliould not obscure 
the very important real benefits that would follow f i*om a significant 
expansion of the economy if that could someliow be done without 
exacerbating the problem of inflation. 

Table 3 shows the effects of a sustained $10 billion increase in Gov- 
ernment spending on a number of key economic magnitmles in 1980. 
The 0.5 percentage pohit fall in tlie overall unemployment rate — from 
4.8 percent to 4.3 percent — is associated with an increase in GNP of 
about 1.3 jiercent. The pwpcirtional inci-eases in dis]>osable income and 
consumer expenditure are also of tliis size. Investment and corporate 
profits rise somewhat moi*e. Federal Government ivceipts rise faster 
than GXP but less than the incn^ase in spending. The deficit rises $3.1 
billion becftupe the higher level of Government spending is only partly 
olTset by the increased tax collections that follow from a birger GNP. 

TABLE l-EFFECTS OF A SUSTAINED $10,000,000,000 INCREASE IN FEDERAL GOVERNMENT 

SPtNDlNG 

tDotUf amounts in billions] 

PrtdictcdvJliws for 1980 



Baseline Policy P«menta|f 

Vihablt projectiofl $imulation III cti«ngt 

Cf nationil product $1. 539. 3 $2, 0?5, 4 +1. 31 

Personal disposibto mcomt 1. 311. 8 1. 359 5 +1.3? 

Consumer exptndituri 1,234.9 1.252.4 

Fixed private nonresidential investment ?07. 3 213. 0 +2. 72 

Corporate proMs after tax 92.9 95.1 +2.33 

Dividends 46.7 47.2 +1.1 J 

Corporation tax accruals 72. 3 ?3. 5 +1. 7S 

Federal Government receipts 397. 1 4<i4. 0 +1. 74 

Government surplus or deficit {-). NIA ^17. 4 **20. 5 +17.90 

federal Reserve Board index of industrial production 168. 1 *.72. 5 +2. $3 

Unemployment rate (percent) 4.8 4.3 —9. IT 



Evon if pricop nnd wages do not respond to an ewnomic oxpjinsion, 
the effects of iidditionril (xovoriimcnt spending are limited by the 
ei*onoiny-H autoniatic daniiHMiing ineclmni.«2ms. The lljscal stinndiis in- 
cmises the net ilenmnd for funds, decn»a.<^e.s overall li(}uidlty iind raises 
all intere.st rates. lieeanse liiglier interest rates rednce husihess invest- 
ment and rer?identiu3 ronstniction, the total impart of additional Goy- 
emnient S|H*nding is reduced. The increase in imports and the rise in 
tax rc^ceints that also ufronipany any expan.sion further reduce the 
fiscal multiplier. In order to ex:unin(*'the effects on unemployment cf 
a much larger rise in airgregate denunuh the three fiscal experiments 
desiHlKHi alK)vc were re|)eated with the additional assumption of ac- 
commodating monetary and imix>tt iK)licies. Since the specific chan- 
nels of monetary policy are not of particular interest in the current 
context* accommo<!atiirg monetary poliev was introduced simply by 
constraining the interest rates to the path projected in the absence of 
additional fiovernnient spending. Imports were also set exogonously 
at the originally projected values. 

Tlicse changes in the basic sjiecification of the model have an impor- 
tant effect on the economy^s projected response to fiscal policy. Treat- 
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interest rates and im|K>rtvS ns exo^renous prreatlv increases the GXP 
eaditure multiplier. The effect is so larfso that, as will be scon 
below, the model mdicates that the economy could not adjust to a 
sui^ained $10 billion in(5reiise in the annual rate of Government spend- 
ing; aggregate demand is so increased that the economy's capacity and 
manpower are insufficient 

The incre^ise in the expenditure multiplier does not change the basic 
eonchision : Government spending can increase aggregate demand but 
a largo increase in aggregate demand has only a small effect on overall 
unemployment Table 4 shows the impact on unemployment rates of 
the alternative fiscal policies with exogenous intere^ rates and im- 
ports. It is best to begin by examining Simulation V, a sustained 
mcrease of $5 billion in the aimual rate of nonmilitary spending. The 
key unemployment rates are driven down to 1.6 percent for whit« 
males apd 20 plus and to a 0.4 percent for married men. Such an 
extremely tight lalx)r market lias nev^er ^n experienced in the post- 
war period : the married male unemployment rate never fell as low as 
1 perc(*nt and the rate for mature white men never dropped below 2 
peivent for more than a few months. Yet even these very tight labor 
market conditions only bring the overall rate of unemployment down 
to 2.5 percent. 

TABLE 4.-ErFECTS ON UNEMPLOYMENT OF INCREASED FEDEftAL GOVERNMENT SPENDING WITH EXOGENOUS 

INTEREST RATES AND IMPORTS 

(Oollirs in bitlions) 



SistliM 



IV 


V 


VJ 


$3.0 


$s.o 


$10.0 


l\ 


15 


3.3 




2.2 


1.5 


2.3 


1.6 


0) 


tn 


2.7 


2.6 


1.7 


1.4 


.4 


1.5 


.4 


e> 


5.5 


5.5 


5.3 


4.2 


3.8 


2.6 


3.S 


2.5 


<>) 



AnnutI increaM in Federal nonmilUary spending 0 

Ufltm||Qy<n«nt rat* for males, whita, «gf 20 plus: 

larS:::::::::::::::::::::::::"::":::::::::;:;:::;::::::::::: 1:1 
iw : : : 2.9 

Vnemplflyment rate for marriail mn: 

1972 2.9 

1976 1.9 

1190 1 1.9 

Ovtrj^l^unfmpldynMnt rate: 

i9ao 4.9 

* Etonomy cannot sustain increastiS demand until 1980: saa taut 

The conclusion about the limited ability of increased demand to 
lower unemployment is shown even more >tronpfly by Simulation VL 
The modi^l indicates that a $10 VnlHon sustuinod increjisc in Govern- 
ment snentlinff rapidly depresses prime ajrc male unemployment rates 
to levels far Inflow any historical experience. Nevertheless,* the overall 
uiicmployment rate remains at 2.fi percent. Moreover, even with prob- 
lems of inflation and the balance of payments artificially a.sstimed 
away, the model indicates that a $10 billion increase cannot be 
sustained indefinitely. The simulntion implies that the economy can- 
nr>t. aWrb the expanded demand beyond 1076 and ceases to provide 
any results after that date. 

As a c\\o(*k on tliose model simulation results, I liave reestimated the 
relation bet woon the overall tmemployment rate and the rate for males 
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ovvt 24 years old usin^ si^asoimlly adjusted quarterly data for th^ 
pericl fn>m 1954 :1 thron<jh 1072 :2r The statistical estimates are shown 
in equation !•! : 

(l.l) Hr,- 2.08 + 0.85 ftr.V 23 + 1 

(0.16) (0.04) IP^OM 

^Vhere HVx is the ovmiH unemployment rate at time t and UVSl 
2r) + . is the concurrent uneinployinont* rate for males at least 25 years 
old. The pammeter values imply that even if males over 25 enjoyed an 
unemployment rate of otily 1.5 percent, the overall unemployment rate 
woiiUl l)e approximately* 3.4 percent. Since RKM 25+ has never 
reached 1.5 percent in tlio p«)St\var period, this equation supports the 
view that ti^rhteninior the primnrj* lalxir market will not bring the 
overall unemployment rate close to 2 peivent. 

Before tuminjiT to a detailed analysis of the structural features of 
tho economy that currently keep the unemployment rate irom falling 
suffi4MeT\tly as demand increases, it is interesting^ to compare the cen- 
eral eiTccts of a billion expenditure increase that is supported by 
fully acconunodatinff monetarv and import policies with the corre- 
siMmdinjr eiVects of the !?10 billion expenditure increase with endojre- 
nous interest rates and imports. Table pn^sents the relevant com- 
parisons for Simulations III aiul TV. It is clear that the acc^^mmodat- 
in;r iTionetan- and imj^ort policies substantially increase the lonjr-nm 
expendittuv nuiltiplier. The billion expenditure increase with fixed 
interest rates and imports has a lar;rer eff(»ct than the $10 billion ex- 
penditure increase when interest rates and imports are allowed to rise. 
The difference in the l^ehavior of interest rates is particularly im|)or- 
t nit for the vohnne of investment. The larjrer GNP increase raises 
Government receipts by $12.0 billion above the baseline projection of 
$:W7.1. Tliis r(Hlnei%s tlie ov<'mll deficit by $f>.6 billion in contrast to 
Simulation TlUn whi<*h the deficit rises by $3.1 billion. 

It is important to bo v(»ry rlear al>out the meaninjr of estimates of 
the typo presented in table X First, these calculations are based on the 
assumi>tion that ajrjrrcjyate demand can be expanded witliout inducinjr 
an acreleratinfj rate of inflation. In fact, the overall unemployment 
rate of percent lies bolow the nin<re within which the Data Re- 
sources model indicates that the Phillips curve becomes vertical: that 
is below the ranj^e in which increased demand bejrins to add to inflation 
without lowerinfr the uneTuploymeiit rate. SecoiuK the von* substantial 
multipliers and the net decrease \n the deficit in Sirnnlation IV reflect 
th« as.^nmptioTi that the expansionarv fiscal policy does not raise 
prif*es. inten^^t raters or imports. Thinh the inromo irains should not 
i>e interpreted as tlio results of the fall in the uneniployment rate to 
M.^ percont. If policies otlior tlian an incrtMise in airfrreirate demanfl 
were ur**od to lov.-er nnenii>1oynirnt. the mair^itude and pattern of roal 
economic cnins would be quite different. Tlie jriins shown in table f) 
ate aPSO<nated with those unemployment mtes piwisely l)ecau.se an 
itvrea.^e in demand is the oidy policy used to lower unemployments 
The use of direct employment* policies^ especially public employment 
proirrams* wnuhl have a imudi smaller impiict on ajr^rreffate output. 
While this would reduce the size of the benefits distributed throughout 
the economy^ it would also limit the inflationary effect of the lower 
luiemployment* 
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TABLE $.-€OMPAf(ISON OF THE EFFECTS OF A IIO.QOO.OOO.CCO INCREASE IN FEDERAL SPENDING AND A 
$3,QOO»QC0.(K10 INCREASE WITH EXC42ENOUS INTEREST RATES AND IMPORTS & 

tDolUr amounts in bill ons| 





Predicted valuer for 1980 




Virii^ 


Policy 
simulation 
111 


Policy 
simulation 
IV 


ParcontiH 
difftftnct 




$2,025.4 

1.359.5 

1. 252. 4 

213. 0 

47. 2 

73.5 

404. 0 

-20.5 


$1050.7 
1. 372.6 
1.2SS.4 
220.5 
93.7 
47.9 
75.7 
409.7 
-7.7 


+L24 
+.96 
+1.01 
+3.52 
+3.78 
+1.48 
+2.99 
+1.41 
-62.44 




172.5 

4.3 


175.0 
3.8 


+3.18 
-IL63 



(Simulation III: a $10^)00.000,000 incrtast in Gowrnmtnt sptnding: simulation IV: a $3,000,000,000 incrtjst In Gov 
trnmant $p4ndingwith exogenous Interest rates and expotts. 
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II. THE STRUCTURE OF UNEMPLOYMENT 

Most macroeoonomie amilyses of unomploymont are Imsoil on ideas 
al>out the ranscs and structure of unoniploynicnt tljat are inappro- 
priate aiul out of date. The cotivoTitioual view of postwar unemploy* 
ment nu*r{jt be doscrilnMl as follows : •'Tlio jrrowth of demand for jroocls 
an<l Si rvicos does not kw\} pace with the expansion of the labor force 
and tin* risi* in output p(»r nuui. Finns therefore lay otV employees and 
fail tti hire lu^w members of the labor force at a sutlifiont rate. The 
result is a |)ool of poteiuial workers who are unable to lind jobs. Only 
policies to increase, the jrrowth of demand can create the jobs needed to 
absorb the unemployed.** 

This picture of a hard core of uneinidoyed pei'sons unable to find 
iobs is an inaccurate description of our economy and a misleading? 
basis for jH>licy. A more accurate descri])tion is an aotive lal)or market 
in which alnu)st everyone who is out of work can lind lus usual type of 
job in a rehuivi^lv slloit time. The ju'oblem is not tluit tliCvSe iol)s are 
unavailable but that they are unattractive. Mucli of tlie unemployment 
ami even more of tin* lost nmnpower occurs amonjr individuals who 
find that the available jobs are neither apwaliufr in themselves nor 
rewardinir as pathways to lH»tter jobs in tne future. For sucli indi- 
vi<luals« job atta(*hmerit is weak, ({uittin^f is conuuon and periods witli- 
out work or active job sec^kinj; are f rwpient. The njajor i>roblem to 
dealt with is not a chronic ajr^rJ^ffJite shorta^re of jobs but the insta- 
bility of individual euiployinent. Decreasing? the overall rate of imem- 
ployment requires not merely more jobs but new incentives to eneour- 
aire*tlu^se who are out of work to sec^k employment more a<*tively and 
tba«?e who are employeil to remain at work. As I shall explain l)elow, 
an inifioi-tant part of th(^^e iiw^entives is a chanjre in the icinds of jobs 
that are av»ihd>l(». 

It is ditllcnU to nM>].;ci» our old notions alwjut denmnd dotenuined 
un(*m))lovment by this new view. T^»t me therefore <leS(M"il>e in more 
d(*tuil somi» of cli;iractensti(*s of American nniM;iplovment during 
the pa4 (h»cade. I will lM»irin with the expi'nenc<» of the total labor 
for<*e and then consider dillerences amonjj deniojrrnphic jrroups.* 

First* th(» duration of muMuployment is quite short. Kven in a year 
like lt>71 with a very hijirh unemployment rate, •!.*> ?»(»rcent of those 
unemploy<Ml had been ont of work for h'ss than we<»ks. In lOHO, this 
lU'opoi'ticai was nlnmst wS percent. Similarly, very fc'W are without 
Jobs for as lonjr as 27 weeks; in 1009 this was 4.7 pen-ent and in 1071 
it was 10.4 percent 

Si»oond, job losses account for less than half of total unemployment. 
In 1071. only 4(i i)erceut of the unemployed had lost their previous 
jobs. Tn the nK)re favorable market conditions of liWX this proportion 

*For ndilltloiml evhlenrc supporting this view of unemiiloymont, see R. IlaU 
fi4 o5:t 7:t - J 
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was only 5f> liercentr Tho rcnminder are those who voluntarily left 
tlioir last jobs, are reentering the labor force or never worked liefoi^e. 
In 1960^ with an overall unemployment rate of 3.5 percent^ job loss 
contrilnitefl only L2 percent. 

Third, the turnover of jobs is extremely hisrh. Data collected from 
mauufacturinji^ establishments show that total accessions and separa- 
tions have each exceeded 4 percent of the lal>or force per month since 
1060. Moreover, the number of quits has consistently exceeded layoffs 
durinf^ the past 5 years. Even with the high unemployment of 1971, 
more workers quit manufacturinjr jobs than were laid off. Many lay* 
offs are both temporary- and brier; in 1971, firms were rehiring about 
85 percent of the workers that they had previously laid off. 

A coinparison of thi^ figrures with corresponding data for Great 
Britsiin indicates that they achieve a generally lower unemployment 
rate partly by havinjor a very different structure of unemployment.* 
During the 1960's, Britain^ average unemployment rate — as adiusted 
by the U.S. Department of Labor to XLS. concepts — was only 2.7 
percent/ Tlie structure of British unemployment corresponds more 
closely to the traditional picture of cyclically inadequate demand, 
chronic structural unemployment in particular regions, and a very 
low level of f rictional job search. Despite the lower overall unemplov- 
ment rate, British durations of unemployment are much longer. While 
1.3.6 percent of unemployed men were out of work for 27 weeks or more 
in the United Stutes in lOTL in Britain the corresponding figure was 
2^.8 percent in a recent period of high unemployment (April 1969). 
Similarly, while only five-eighths of American unemployed men were 
out more than 5 weeks, in Britain the same fraction of men were out 
more than 8 weeks. This longer duration is compatible with a much 
lower overall unemployment rate only because many fewer men be- 
come unemployed. One indication of this is that British turnover rates 
are approximately half of U.S. levels. Britain achieves a low unem- 
ployment rate by completely avoiding much of the short-term unem- 
ployment that pre\niils in tlie United States, Some of the specific ways 
in which this occurs will be examined below. 

Perhaps the most impoi+ant characteristic of our current unemploy- 
ment prol)lem is the difforences in unemployment experience among 
demographic groups. The unemployment rates in certain groups are 
not only very hisrh but are also quite unresponsive to changes in the 
ajorgregate demand for labon It is this that explains why the simula- 
tions presented in the last section showed that nscal policies that dras- 



= These fl«nire» mny twerstnte the rontHbutlon of Job loss to nneinplnymptit. 
^Inc^ Job losorM hnvo j^omewhflt lonsrer durations of unemployment the propor- 
tion of iinemptoymont speUs due to Job loss Is less than the proportion of unem- 
ployed days cited above. 

'A study of the British e^porlenoe Is particularly useful because Britain, 
unlike «ome other Kuropoan c*»nntries. does not zunintnin full employment for 
ItH own labor force by permitting temi>orary immlf?ration of foreign laborers. 
The ajtfriculturiil ^?octor in Brlwin l« alj^o small fi> that, unlike other European 
countries, unemployment Is not dam|)ened by shifts from Industry to ai^iculture. 

*A comparison baited on the British IflCG Census suffjref;ts that the official 
correction l<« too small nnd that the British unemployment rate, on American 
definitions, was approslnmtely 3.1 percent. 
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tically cut the unemployuuMit rato of mature white males would still 
leave a high overall unemi)loynient rate. 

To stuilj* these diffemicesl have estimated the i^elation between the 
unemployment rate in each demographic jjroup and the concurrent 
unemployment rate for males over 24 years of ajje. This rate for 
mature men proviiles one of the best measures of cyclical variation in 
labor market pressure. E(}uation 2.1, for example, relates the season- 
ally adjusted quarterlv unemployment rate for teenage males (RTT^I 
10^19) to the mature niale rate ( itUM 25 + ) : 

(2.1) RIM 16-19== 9.22 + 1.45 RUM 25+ 

(0.62) (0.17) 

53=-0.49 (1954:1 to 1972:2) 

The coefficient of RUM 25+ indicates that a change of 1 percent in 
the unemployment rate of m:iturc men is a.^ciated with a 1.45 l>ercent 
cliange in the teenage male unemployment rate. A change in aggregate 
demand therefore lias a greater absolute effect on the teenage unem- 
l>loyment rate than on the rate for mature men. Xevertheless, varia- 
tions in aggregate demand account for a relatively small fraction of 
the high level of teenage male unemployment. This is shown by the 
large constant term (J)/22). Even if the mature male rata wns de- 
pressed to l.r» percent— lielow* the level reached at any time in the post- 
war perioil — ^tne ecjuation implies that the male teenage rate would be 
11.4 percent. Althou«rh the absolute sensitivity of male teenage unem- 
j>loymont to aggregate demand is a serious problem, it is the very high 
level of the cyclical troughs that prevents macroeconomic policy from 
reducing tlie overall unemployment rate to a level of 2 to 3 percent. 

Table C sununarizcs the estimated equations linking the unemploy- 
ment rates for major deniographic groups to the rate for mature men.* 
Columns C and 7 compare the 1071 unemployment rate for each group 
with the nite that the equation implies would prevail in an extremely 
tight labor market in which the mature male rate was 1.5 percent 
Each of the eiffht equations conveys an interesting story about the 
differences in labor force experience among demograpnic groups. 
Equation 2.2 implies that teenage females also have a very high unera* 
ployment rate indep.iTulent of labor market conditions. With the 
nmturc mnle rate at i.5 percent, teenaffe females would still have an 
unemployment rate over l:> percent. The very low and statistically 
insignificant coefiicient of RUM 25+ in this enuation also suggests 
th;it the female teenage unemployment mte is almost completely un- 
nffocted by aggregate demand. In<lei»d a comparison of equations 2.1 
through 2.4 indicates that the only teenage group who.<?e unemploy- 
ment is i!ifluence<l to a significant extent by market tightness are white 
males. 



* AU of those r^natlons are Unenr. Althonffh It Is prt«sn>le that thef»e relations 
chaiiffe mih^tantiiilly nt very low ratc^* of unemployment, preliminary examina- 
tion of thij< Issue does not sujrfi:c«t Important nonlinearltles. Farther analysis* of 
this question can be found in Martin Feldstein and Brian Wright* "Xoulluearitiea 
in the Strm.'ture of Unemployment and Employment/' mimeographed* 1073. 
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TABLt S.-DIFF£R£NCES IN UNCMHOYMENT EXPERIENCE AMONG DEMOGRAPHIC GROUPS 



Equation 0«moifiphte group Constant ttrm 

(1) (2) <3) 



M Males IS to 19 9.22 <0.62) 

2.2 Females 16 to 19 13.28 (.88) 

2.3 Whites 16 to !9. 9. 28 (. 6^)) 

li Non*hites 16 to 19 24.13 (1.89) 

2.5 MaJe'5, white 20+ 32 (.08) 

2.0 Males, nonwhite. 20+ -.22 (.21) 

11 Females, white. 20+ 2.35 (.15) 

2.8 Females, nonwhite20-f,.,, 4.62 (.30) 







Unemp(ay-^ 


Unemploy 


Coefficitntof 




ment rate 




ment ratt , 


at f^UM 


RUM2S-f 


Ri 


1971 


25+ 


(4) 


(5) 


(fi) 


<7) 


1.45 (0.17) 


0.492 


16.7 


U.4 


.26 (.24) 


.002 


17.4 


13.7 


1.03 CJ7) 


.336 


15.2 


10.8 


.2$ (-52) 


-.010 


31.8 


24.5 


.92 (.02) 


.960 


4.0 


1.7 


2.33 (.58) 


.956 


7.3 


3.3 


.59 (.04) 


.743 


5.3 


3.2 


.99 (.08) 


.660 


8.7 


6.1 



NOrE.-Estimates are for 1954.1 through 1972.2. Standard errors are shown in parentheses Set text for further de» 
tails. 

E<iuntion ±(\ show.s that although the nonwhite adult nmlo iinom- 
ployiuont rwte has also been quite hijrh, it behaves very ditferently 
ffoiu the latc.*^ for twnnjroi*s and women. The constant term in this 
ecination is i^niall and nejrative. > on white men are very much moi-e 
sensitive to afrfrrt^pite demand than otlier groups in the labor force* 
Their unemploy ment rate parallels that for white men but at a much 
higher level. The n^sult is that a L5 percent level for RUM 25+ leaves 
a jKM-rvnt rate for this fjroup. 

For both white an<l nonwhite women, there are substantial constant 
tenns an<l si«rnificant sensitivitv to KUM 25+. Xonwliite women are 
more sen.sitive to labor market conditions. Their unemployment 
clmnjres at the satne mte as that of mature men. 

The simple stnirture of these equations may of cour.«e prmhice mis- 
leadinir results. Changes in the unemployment rates of individual 
dcmopaphic frroujis durinjr the past 20 vears have reflected not only 
afrjrregrate labor market conditions but also the complex effects of the 
chanjrinfr denio«rniphic structure of the population, the structure of 
relative wage nites. the increase in school attendance, variations in the 
size of the Armed Forces, inerrased labor force participation of mar- 
ried women, the relative increase in the minimum w*a*re. et cetera. An 
analysis of the likely elTocts of the.«e factors is l)eyund the current 
study. The i*ai)i<l in<'rease in the proportion of teenajjei'S in the popu- 
laticm has liowever been identified as an important influence. The post- 
war >»jiby boom miehed labor force ajje in the early lOfiO'S. Statistical 
estimates su^rirest tlitit this raised teeriaire imemployment rates in the 
sixties :in*l thus preveiited teenapers from sharing in the jireneral fall in 
unemplr)ynient raters. Equation 2.0 demonstrates this re.sult for male 
teemifrers: 

(2S}) RUM 10- 19 -.--7.03 + 2.r> {RVM 2o r) i \i(\,r, Po p. 16-10 

(1.40) (0.13) . (12.G) Pop. 10^ 

ft-* =0.824 



'OV l<;~1.0/por U\^) ii^ the proportifin of the population 
ir> that is between It) and 10 years old. The equation implies 
rise in this promrtion from\n>J7ri in 1001 to .10S3 in 1972, 



where (POP 
over Ip 

that the rise in this pro|>orti 

inereased the unemployment rate for muV teena<rei's by 3.05 percent- 
age i)oint^. Note that tlie effect of allowing for this demo^rraphic trend 
is a substantial increase in the iniplied responsiveness of the teenage 
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rat<5 to cyclical conditions. Similar effects are observed when this 
demojrraphic variable is added to the equations for other teenajre 
grom)S (2.2 throuffh 2.4)- However, because of the trend-like liehavior 
of tins demofriuphic variable during the past decade, it is difficult to 
jndjyi^ wliothor itt; implied impact 155 real or only a statistical artifact. 
Only after the current denioirrtiphic tivnd for this ape prroup turns 
will it 1)0 ]K>ssihle to ra*<olve this. Nevertheless, even if equation 2.9 is 
accepted as a more accurate picture than 2.2, the basic conclusion about 
the etTcct of incrcnsiu-r ajrirt-ejrate demand is nnclmnsjed. Equation 2.9 
implies that rcducinfr IltTM to 1.5 percent would yield a male 
teiMiaire nuemplovment rate of ll.G percent with the current demo* 
graphic struc^ni-e [ (POP 1«-10 POP 16+ ) ==0.108]. 

Tin* equations reported in table fi indicate that overall unemploy- 
ment Would remain hi^h even in a very tijyht labor mark^ but do not 
explain why individual unemployment rates behave so differently. 
Some mulerstandinfr of this at a relatively crude empirical level can 
l>e obtained by examining the proportions of the unemployed in dif* 
ferent demographic frronps who are job leavers* job losers* new en- . 
trants. and n«entrants. Table 7 presents comparative data for a high 
unemployment year 1971 and a low unemployment year 1969. 



TA81E 7.-€0M^$tnOM OF UNEMPLOYMENT RATES. 1969 AND xm 
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The ptimarv* difTerenco between the^ structure of unemployment 
for mature males and females is the hi|?her unemployment rate for 
women anions those who are reentrants to the lalx>r force. Unfor- 
tunately, the rem **reentrant'' is unclear. It includes not only women 
who return to the lalior force after caring t^r a familv for a number 
of years but also those who are .seekin^r work after albrief period of 
voluntary withdrawal from the labor force. This component of the 
hiprlier unenij)loyment rate of women probably represents both the 
natural frictional unemployment at a second entry into the labor 
market aitd t}je restilt of a weaker attachment to employment of some 
women who move temporarily in and out of the labor force. Tlie 
higher rate of women's unemplovment <lue to job leaving? provides 
sup}>oit ffir this view of weaker labor force attachments 

Althoucrh teenajrers have a slightly higher and more ^clical rate 
of unemployment due to job loss, the much liijiher teenage unemploy- 
ment rates are I'learly due to the high rate for new entrants, reen- 
trant^, and job leavers. Although these components are also cyclically 
sensitive* they remain ver\' high even in a year with a tight labor 
market like lOCOt I shall return to discuss this more fully in the next 
section. 

Finally, nonwhite uuemplojTnent rates are higher in every category 
but again job loss accounts for less than half of total unemployment* 
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Evon though non whites luire more iliflioulty in Auding employments 
unemployment due to vohmtary separations and withdrawals from 
the laoor force are approximately twice the level for whites. 
The evidence pre^k^nted in this^^section can be summarized briefly: 



is not compatible with the traditional view of a hard core of un- 
employed who arc unable to find jobs. Kven witb the hijrh tmemplcy- 
ment rate of 1971, the durations of unemployment were short, job 
losers accountetl for less than half of tniemplovment and quit rates 
generally exceeded layoffs. An examination of the past experience 
of individual demographic groups indicates very sunstantial varia- 
tion in the i*esponse of unemployment mtes to aggregate demand 
and implies than even an extremely tight labor mancet would leave 
some groups with high unemployinent lutes. The next three sections 
examine why these unemployment rates are not more si'nsitive to 
aggregate demand and suggest possible ]>olioies to deal witii these 
problems. 



The current stnictmv of 




IIL UNEMPLOYMENT AMONG YOUNG WORKERS 

Unemployment rates for young persons seem outrageously high. 
In 107L male teenagers had an unemployment rate of 16,6 |>erceht. 
Even among those aged 20 tlirough 24. the unemployment rate was 
10,3 percent. If unemployment iu these groups couli be reduced to 
the siime rate as for mature men^ the overall rate would fall by more 
than one-thirds 

Similar results are obtained if attention is limited to the full-time 
lal>or force and to persons whose major activity is not attending 
school Among male teenagers in the full-time labor force, the 1971 
unemployment rate was 16.9 percent; for 20* to 24-year.olds, it was 
10 percent. -tVmong males aged 16 through 21 whose major activity was 
not going to schooK the unem{>loyment rate was 13.6 percent. 
An examination of the British experience indicates that such rela- 



British census^ showed that the unemployment rate among male 
nonstudents aged 16 to 17 was only 2.1 percent The same rate also 
prevailed for 18- to lO-year-olds and 20- to 24-year-olds. For 25- to »4. 
year-olds, the rate then fell to approximately 1.6 percent. British 
young people have extremely low unemployment rates* both absolutely 
and, by comparison with the United States* in relation to older worlc- 
ers. I shall return later to what I believe are some of the reasons for 
the very favorable British experience. 

The statistical analysis presented in the last section shows that the 
unemployment rates of young persons would remain hi|i^h even in a 
vei^' tight labor market. Youth unemployment is not primarily due 
to madequate demand* There ai-e two sources of the chronic* high 
unemployment in this ace range: unnecessarily slow absorption of 
new entrants and low job attachment among those at work* New en- 
trants to the labor force in 1971 spent an average of 9.1 weeks until 
their first employment. Among teenagers* new entrants contributed 
6.7 percent to the unemployment rate. For this group, new entrants 
therefore accounted for 40 percent of total unemployment. 

The second source of unemployment — tlie high rate at which yoang 
men and women lose jobs, quit jolis, and drop out of the lalwr force— 
is both a more serious problem and a more diiiicult one to attack. All of 
the evidence {)oints to this highlv unstable character of emphiyment* 
rather than to anv long-term ciifticulty in finding jolw, as the primary 
source of unemployment among exi>erionce<l young workei*s. First, 
the mean duration of unemployment is much* lower for this group 
than for the rest of the labor 'force. Even in 1971 when the mean 
duration for all unemployed was 11*4 weeks* among 16- to21-year-old8 
the mean was only 8.5 weeks; while 24 percent of all workers were 



^ It i» necessary to ase censaii data for Britain because continuous unetaploy* 
meat statistics are baaed only on reglttered unemploymeDt; ttaera la no con- 
tinuous survey data. 




persons can be avoided. The 19(J1 
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uneinplovtHl for more than 15 wwks, only 15 i)orcont of 16* to 21-year- 
oltls wimV. SitoihU u!uMni>l(>ymont auionjr job-lcaivers and those re- 
entoriuif tho hiUi>r force is luwh more important for yonnfjcr workers 
than uiiemplnvment amonpt job-losc^rs. In lOTh to(^na?ic job-leaversj and 
rorntrants < ;)M!rihutod T.l prrrent or nuw than two-thirds of the nn- 
eniphiynient ;Mnoti;r experienred teenajre workei's. Third* tliese hijrh 
iveninMit mlo- appear to he as.;iM-i;Ued with relatively hijfli rates of 
lioin5r oi?t>.iil*» the lahor foree. In U>71* amonjr U>- to •21-year-old nudes 
whost» major artivity was not atten<linsr seliiml, more tlum 13 |HMVi»nt 
wei-e nut in the labor f(}ree. The "nonemnloyment rate," i.e., the nitioof 
thft nneniployed pins those outside the hdH>r foree, is tlierefoiv an ex- 
tremely liijrli 27 iH»rrent» Of tliose 10- to 10 year-olds ontside the labor 
foree and not in h IuhiU only alunit <me-tenth staited the inability to find 
a iob as the n asmi for not siH^kinjir work. Anotlier one-tenth indicated 
ill-heaUh and lunne n»sponsihilitie.s. The rest are rei>oit<Hl in the jcren- 
eral *'a)l other reasons" catejrory. For 20^ to 24-year-olds, the results 
aiv very yiu)ihir: for only one-tenth of those outside the lal)or force 
was an* rxp i tvd inabilitV to find work the reason for not seeking 
employmen^ Finally, a *sur\-ey= that followed the same group of 
youuir men fnan ()ctol)er 10G6*through October 1068h found that ap- 
proximate! V one-fotirth of black 16- to 20-year-old8 had thre^ or more 
s|>ells of TUHMnployment and alnrnt half had two or more interfirm 
shifts during tlje 'tit- months. Among whites the proportion exp<M-i- 
encimr at h^ast ouv spell of unemployment was similar — after educa- 
tional tlitferenoes are takeu into account — ^Init multi])le spells of nn- 
en):»loym M)t were less common. Still one-fifth of whites and two-fifths 
of blai ks iH'tween U\ and 24 who were completely out of school ex|>eri- 
enced some nnomployment during those 2 years despite the very low 
overall r ational unemployment rate. 

Why IS employment so unstable and labor force attachment so weak 
in this age range? ^Vliy do young American workers experience so 
nmch higher tmemployment" rates than their British counterparts? 
I Iwlievi* that a fundamental reason is the ty|)es of jcbs that are a%*ail- 
able a?id the lack of adequate reward for^stable employment. I will 
return lielow fo disctjss tins in more detail md to suggest possible 
remedies. Before doing so, ^jowever, I want jo indicate sevend ways 
in \vh\rh tlie /iflirird figures overstate the mft^-nitnde of the social and 
economu* ])roblom of uneM;|>h\vment among young |)eople. 

Part r^»f tlie Ingh quit rates and rates of leaving the labor force* 
merelv refiocts the impact of our educational system and the seasonal 
charaVtor of tin* labor force activity of students. Those who have not 
stoppod thoir fc»rmal education s*eek fnll-time emnloyment when 
Hiools f'lv An^vi] ami may also seek different part*time jolis during 
the school year. Since attendiuir sc hool is the major activity of more 
tlian iK'^r^'cnt of the lahor force between 10 and 21 yeais of ace, 
the )>f^« uliar labor market In^havior of that group has a substantial 
impact on the statistical picture of youth unemployment. If those 

*The Xatlnnal I-onjrttudlaal Sumy, sponsored by the U.S. Department of 
T4ihor. See I^arnes rt al (1070). 

•Ther^ !«, unfortunately, no re^tilarly puMlahed Information on the way In 
wblrb r^ntranfj* to the labor force were separntpd from their prevlouft Job, 
More Information on the frequency of quits amonff different type* of Indlvldnala 
rte.. not tmfWHl on e«tabliiihment data) and of leavlnjf the labor force would be 
very valuable. 
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who arc looking for Tmrt4imo work only aro not counted in the un- 
employed^ the unemployment rate for 16- to 21-year-olds drops from 
15 percent in 1971 to 10.2 percent. Moreover, manv of those who leave 
f«*hool and take jobs later return to beinjr full-time students. Hiph 
iinomplovment amontj younp Americans is therefore in part a reflec- 
tion of our commitment to providing many more years of schooling 
than is common in other countries and is hi part the price we pay for 
a venr fluid educational system which encourages people to move back 
and forth he ween full-time work and full-time education. 

If attention is limited only to those for whom gomg to school is 
not the major activity, the unemployment rates are still very high. 
Among 16- to 21-ycar-olds in 107h the official unemployment rate was 
iiercent. There is, however, some eviilenoe that the method use<l 
by the Current Population Survey (CPS) causes the oflicial estimates 
to overstate considerably the rates of unemployment among out-of- 
school youths. The CPS generally gathers information about all mem- 
bers of a household from one of its adult members, most frequently the 
housewife. The extensive Xationa! Tx>ngitudinal Survey of males 14 to 
24 years of age, sponsored by the Department of Lal)or and directed 
bv Prof Herbert Pamea of Ohio State University, found that inter- 
viewing the voung men themselves produced quite different answers 
than the CPS obtained to the same question by interviewing a single 
household adult Published reports on the surveys of 1966, 1967, and 
1968 confirm the existence of this substantial bias. Table 8 compares 
the unemployment rates estimated by Parnw and his associates with 
the corresponding CPS figures/ The*data relates to October 1966, and 
is limited to young men who are out of school Com^iaring cohimns 2 
and shows that the CPS rate is nearly twice as high in every age 
group as the unemplovment rate reported by the vounar men them- 
selves. The overall CPS rate for 16- to 21-year-olds*is 7.4 percent, the 
corresponding Longitudinal Survey rate is onlv 4.5J ?>ercent. For black 
16- to 21-year-olds, the unemployment rate falls from 1L6 percent 
hnse<l on CPS methods to 6.8 percent in the Tiongitudinal Survey. 
CoUunns 4 and 5 show that the CPS also overstates the fraction of 
out-of*school youths who are neither employed nor looking for work. 

TABLE a.-UN£MPtOYMENT AND LABOR FORCE PARTICIPATION AMONG YOUNG MALES NOT ENROLLED IN 
SCHOOL: A COMPARISON OF CPS AND LONGITUDINAL SURVEY ESTIMATES. OCTOBER 1966 
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t LS is thf longitudinal survay. Soo taxt for refareneai. 

^ The compariran is based on Fames cl al (1970) « p. 235. 
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The ^y/.v <if tho survoys^ tlio o«>nsistcncy of the imttonu and the 
rop)u*utu>n of tlu* results in :i s«»|mrate years convinces me that the dis- 
oivpanries fouiul hy the I^on^itudinul Snrvey are not due to statistical 
chanei* or <liffenMiees In interpivtaticrtu It 1^; clear that nion* younjr 
men have jobs tlian is reiM)rted to the (^irmit Popidation Survey,* 
Hut i'%en witli tlie enoourajrinji estinmtes hastnl on the lion^i- 
tutlinal Survcv* the u?u>nip1oyment mtes of thos4^ under 20 are mueli 
hijfher than they iumhI \h\ The Lon^ritudina) Survey estinates of 8,:t 
pereent anion^ white to 17-year-oUls is four times the British rate 
ui the same ape jrroup ami tlie 4.2 percent for 18- to 10*year-olds is 
twice the Hritisli rate. Pait of this diffeiviice no doubt reflects the fact 
that a nmeh snmller proiKirtion of American youths have joined the 
full-time hiiM^r foive ax this ajre ranjje. Tlie Anierieans under 20 who 
are seekinjr full-tinie emph^yment are tlierefore probably a less able 
tfrou|> than Hritisli workeiv in the same ajre fjroup. Nevertheless, the 
Loniritudinal Survey rates ai*e lugli in absolute teniis and probably 
represent a real excess in comparison T^'ith British experience* 

In ronsiderinff the pap l>etween the unemployment rates of younff 
petsons and of more matm*e workei^, it is important not to lose sif^ht 
of their ditferences in motivation and attitudes. Most young: workers 
have no family responsibilities and many continue to live with their 
parents. It is significant that the 1071 unemployment rate for 16- to 
24-year-«>ld males who w<»re classified as "household heads'' was only 
fi.4'ijerfent while all othei>i in this age-st»x proup had an unemploy- 
nM»nt rate over 10 pi*rcent. Althoujfh today^s hifrn wape rates provide 
a substantial reward for working, tbev also permit a comfortable 
standard of livinjr with signiHcantly less work or less res|)onsible 
work than was required 20 years affo.'!Many younjr persons want more 
leisure than is consistent with full-time etiiploynuait and a iierma- 
nent attachment to a particular firm. They prpfer to alternate be- 
tween working and other activities rather than seeking and holding 
tH'rmanent employment. These t*etnarks are not intended as criticism. 
The Iwhavior of these young persons is seen in better perspective by 
comparison with our student population. The major activity of over 
40 |)ercent of 16- to Sl-year^olds is attending school. Tlie academic 
s<*liedule provides fre<pu*nt long vacations. For those in higher edu- 
cation, the daily routine is varied and the individual is generally free 
to ch«>ose his own activities and pace of work. Perhaps much of the 
high turnover and voluntarv labor force withdrawal reflects an at- 
tempt to enjoy the same freedom and occupational variety that we take 
for granted in our student population of the same age. 

The extremely high unemplovment rates are therefore, not quite 
what they seem. They reflect the peculiar labor force behavior of 
stuilents, the ( uietiimls tluit may lead to substantial underestimates 
of yotith employment, and the temiM>rary and voluntary nnemploy- 
meiit that young people can afl'ord in an affluent society. Despite all of 

* There i» ^ome evldeni**^ that the CTS enthnateA may ncttiaUy bo too low in 
certain ^eosraphloal area«. .\ stHH'ial ceaftus survey of low iaeoiiie urban area* 
found hleber youth unetufiloynietit and nonemployment ratea than the CPS had 
reported for thof^e arons. [In a ct^mment on thia report* Mr. Ryman Kalts of the 
Btirean of Labor Statlatlca notea that t eodinff error in the Pamai data haa 
been dl)«rotere4l. In tny reply I indicate why thla doaa not altar tlie general 
eonclu^ions of the current aoalyela.] 
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this, I Wlieve that there tlfu»s exist a rvnl luid serious problem. The high 
turnover rates and voluntary unemployment are a response to tTie 
unsatisfactory type of job that is available to many young workeis. 
These are often **dead end'' jobs, offering neither the opportunity for 
advancement within the firm nor training and experience tliat would 
l)e useful elsewhere.** The y<)un^ worker s incentive to stay at work is 
often further reduced by a seniority system that implies that ihe 
newest employees are most likely to lie laid off during the next small 
business downturn. Moreover* the lack of sufficient opportunities to 
bi*gin careers leading to high pavinjor jobs or to obtam valuable on- 
the-job traininir in industry and business is no doubt responsible for 
an excessive reliance on formal education* I shall not venture to guess 
how many of our college students might be served better by working 
if more adequate jobs were available. 

^ I believe that the Government can and should develop new policies 
aimed at reducing unemployment among new entrants to the labor 
force and at increasing job stability among youn^ workers. Improving 
the transition from school to permanent work is the easier problem. 
New entrants constitute over 10 percent of all unemployed and more 
than a third of the teenage unemployed* Nearly 80 percent or all 
unemployed new entrants are under 20 years old. In 1971. hsilf of 
new entrants spent more than a month in finding their first job. One- 
sixth searched for more than 15 weeks*^ 

The single most effective way of reducing unemployment among 
new entrants as well as improving the quality of first jobs would w 
the establishment of a si>ecial Youth Employment Service. The British 
ex|HTience witli such a program suggests its potential impact in 
America. In a vpconi year in which approximately 280,000 boys be- 
tween and 1? entered the labor force,' the Youth Employment 
Service arranged 200,000 employment placements for boys in that ace 
group. While some of these placements are not for new entrants, the 
magnitude of the British achie^^ement is enormous. Part of their 
success is due to their direct contact with students: nearly 80 percent 
of school leavers who are not goine to universities are interviewed in 
school by the Youth Employment Service.* 

I would favor a Federal proffram that reimbursed States for the 
cost of operating a Youth Employment Service that met certain Fed- 
eral standards. Th<> Service should l)e separate from the regular Em- 
ployment Service. It should deal only with persons below 21 years of 
age. Although available to those who have already left schooU its pri- 
ma ly foctis should be an active program of advising and placing those 
who are about to leave. A participant State should require each student 
to be interviewed by the Youth Employment Service before he grad- 

* See Doorineer and Piore (1071 )• e^ipedany chap. S. for a dtscassloa of these 

* Unfortunately, the available atatlstlcfl do not dlatlagulsh new entrants who 
are 8eektn(? permanent emploirnient from new entranta who are students looking 
for summer work or a part-time Job durtnic the school year. I mspect that the 
duration of unemployment among new entrants seeking permanent employment 
would be longer than average. 

* Compulsory education In Britain did not extend beyond 15: approximately 
Ane-fr»urth of those new entrants between 18 anui 17 were 15-year-olds. 

* There In a program with similar experience In Germany. See Department of 
Labor (1970). 
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uates from hiffh scIichjI or is allowed to leave school leplly. Makinjj 
a Youth EmpToynient Service an integral part of the educational sys* 
tern diould facilitate tlie transition from school to job. 

The knowledge that everyone entering the labor force is seen by the 
Youth Employment Ser\uce would encounige employei-s to lis^t jobs 
that are not now given to the regular Kniploy incut Service. If those 
leaving school are more aware of the options open to thenu they are 
more Hkelv to find a job with which they will lie satisfied. They will 
not only find a better job in this way but will also be less likely to 
leave that job in an illusory hope of improving their iwsition. 

Additional increases in the stability of youth employment will be 
nuicu harder to achieve. For many yomur workers. esj)eciallv for those 
with less than the average amount of education, the available jobs do 
not induce sufficiently strong job attachment. Part of the solution in 
these cases is to change the expectations that condition the behavior 
of employers and employees. The employers anticipate liigh quit i-ates 
and aesijm the job sitiiation to minimise the costs associated with 
turnover. On-the-job training and the development of general ?K-ills 
is minimal. Any decrease in demand leads to the layinjj off of some of 
the recently hired workers. The young employees who find themselves 
in this unattractive '^secondary labor market-' respond to these condi- 
tions bv high absenteeism an^ frequent quits. 

At tfie root of these mutually remforcing counterproductive ex|>ec- 
tations is the hard economic reality that firms cannot afford to offer 
useful on-the-job training to a broa'd class of young employees. A firm 
can generally provide the opportunity to acquire new marketable 
skills— bv on-the-job training, di^ailed supennsion, or even just 
through learning by experience—- <»i i ly to a worker whose net proiiuct 
during the period of training is at least eciual to his wage.^^ For those 
young workers who come with some skills and who learn quickly, 
there is no difficulty in providing additional training while Inlying 
a reasonable wage.^^ But the disadvantaged worker who comes to the 
labor market with a low skill level and limited learning speed will 
generally not receive opportunities to learn as much. 

It is liero that the minimum wage law has an unambiguously harm- 
ful effect on some youu^ workei-s. Even if an indivi<lual were willing 
to *''lmy'* on-the-job training by taking n very low wasre for fi months 
or a year, the minimum wage law would not permit htm to do so. 
It is unfortunate and ironic that we encourage and subsidize expendi- 
ture on formal education while blocking the opportunity for individ- 
uals to **buy" on-the-job training.^^ The British experience contrasts 



" See Do^rlnger and Wore (1071). for a dlscufiRlan nf secondary labor markets 
and nf the Importani^e of inti^mal Job atmcturps witfain firms. 

" Tliis nf course need not be true for firm si»eciflc sklUs or in other situations 
where the Individual cnniaot rendJly mnrket hU now skills el<;ewhere. 

"It Is sismlflcant that althouKh younp blacks generally have much higher 
unemployment rates and turnover than whites, those blacks who faUowed voca- 
tional training programs in high school had approximatdy the same employment 
ejfperlenoe as all white hlich school jrraduates. It is also clear that those who bad 
been employed while they were students have more favorable lab^r force 
experience after they leave school but the reasons here are obviously ambiguous. 

^' There are some strenire exceptions to this such as hospital schools of nurslnj? 
that change very low fees and obtain substantial services from the student 
nurses. Presumably, a nejmtive wage is consistent with the minimum wage law 
but not a low positive wage. 



ERLC 



23 



sharply with our own. ^roroi tlmn 40 percent of male oinployoes under 
20 are classified as apprentices, articled clerks and formal trainees: 
less than 18 percent of males between 1(5 and 1!) are student^.^* 

The burden of this effect of the minimum wajre law falls most 
heavily on the di.-?advantajred* Because thev bring little to the lalK)r 
market, they are able to obtain little in exchanfre. It is clear from the 
few successful programs in training the disadvantaged that for some 
time these workers produce little if any net revenue over the costs of 
training.*^ A job at the mininuuu wage will uot permit any significant 
amount of training. The disadvantaged youth, for whom more formal 
education is unsuitable, is therefore lorced into dead end jobs without 
trahiintf or opportunities for advancement. In the short run, this 
means nigh absenteeism, high quit ratei? and high turnover. The long- 
nui effects are even more serious. The lack of additional training for 
those who start with low skills makes them part of the permanent 
poor. For the disadvantaged, tlie minimum wage law may have the 
ironic effect of lowering lifetime incomes by a very large amount.^^ 

The problem then is to remove the barrier to better on-the-job ex- 

tierience and training that is currently posed for some young workers 
)y the minimum wage law. There are a variety of ways to do thic. The 
iiietliod that one chooses depeiids in part on who one wants to bear the 
cost of these better job oppoilunities. One obvious solution would be 
to modify the minimum wage law so that its full force does not apply 
to young workers. This would put the full co.st of the better training 
on the young workers tliemselves. Although there is strong opposition 
to cliunging our current minimum wage svstem, the ca?e for a mini- 
liuun wuiio is clearly weakest when applied to young workers. At best, 
the minhnum wage is an administratively simple way of providing a 
niiniimim annual income for eveiy family with a full-time working 
member. It .suffers even in this context from its failure to relate tliat 
income to family size. This is particularly relevant to young workers 
who ai-e .single and who often live w*ith their parents. 

There are, howi»ver, two practical objections to relying solely on a 
nvhu^tion in tlie minimum wage for young workers as the means of 
facilitating bitter job experience. First* st)me young workers would 
simply not l>e able to afford to take a job wiMi ailequate training and 
exporionce. The low incomes associated with such jobs would effec- 
tively (exclude those with family resi)onsibilitie3. Single individuals 
who had to support tliemselves would also l)e eliminated from the best 
j>rograms: the cost ">f some successful training programs has been so 
nigh that without a direxjt subsidy employers coula offer little more 
than a **tuition-free education.*' Second, many of those who could both 
afford and lienefit from a low wage job with training would n«t take 



^^Thi* tenn rof**M to apprentices In commercial and professional orcupations. 

^Britain has no minimum \vaj?e law. Other countries with a minimum wage 
oft4^n treat ynimsf workora differently from adults. 

See Doerinster (10«)) for summaries* of n ntunber of ea^efv. 

" Note that thia view of the harmful effects of applying the minimum waj?e 
law to younff workers is quite different from the usual proposition that the 
minimum wage law create* unemployment because at the established level the 
fiiupply of workers exceeds the demand The evidence on that is ambig'^'^ns. It 
is clear that there Is no lack of Job« in the sense that nearly any you^ c . ' 
t*an get a Job but it is not certain that they all could. The view developt ;n ' 
text attributes tiie unemployment to the indirect effect on the strength of or 
force attachment* 
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tlie opportunity. Tncertainty about the future value of the training 
and impatience for immediate income would lead many to jobs with 
higher pay but less useful experience. Some form of subsidy is thei^e- 
fore necessary- if sufficient on-the-job training: is to be achieved. Given 
the substantial direct and indirect subsidies that are now siven to stu- 
dents, a pi'o^ram of subsidies for young workers is only equif iible* 
8uch subsidies would also have the favorable effect of xvducing the 
current distorting incentives to choose formal education rather than 
learning on the job. 

The advantage of removing the minimum wage barrier to training 
fould be achieved without any change in the minimum wage if a sub- 
sidy wei^ paid to employers lor all voung workers. This would, how- 
ever* be an inefficient way to deal with the problem because it would 
provide the same subsidy regardless of the youn§r person's family 
income. Such a program would either yield relatively little useful 
training or be quite expensive. A more reasonable solution would be 
to combine a decrease in the minimum wage with a stipnd that is 
related to the financial situation of the youi^ worker ana his family. 

A wide variety of alternative programs, buffering in the degree of 
control that the Oovemment exercises over the individuals training* 
could be designed. Central to all such programs would be a Youth 
Employment Scholarship which is paid to young workers as a supple- 
ment to their wa^e income." At one extrenie, eacli individual would 
receive his scholarship and make whatever job arrangements he 
wished. The program would rely on the individual worker to select the 
job that offered him tlie most valuable combination of training and 
current wage. The danger, however, is that because of uncertainty, 
ignorance or impatience, many would fail to take advantage of tlie 
opportunity to acquire training and would seek the highest current 
wage.^^ At the other extreme are arrangements like the current JOBS 
program in which the Government contracts directly with firms to 
provide swcific training to individuals selected in a particular way. 
N?ither tho rate of acceptance of this program in the business com- 
munity nc^r the ond results for the trainees nas been encouraging. The 
contract route places undue emphasis on the formal characteristics of 
the program and puts the Government in the inappropriate role of 
buying sf>ecific educational services rather than of subsidizing suitable 
job settings for young workers. 

Along the pfjectnim of possibilities between these two extremes are 
different combinations of prior approval, supei'vision and incentive 
payments. Youth Employment Scholarships might be restricted to 
persons holding jobs tnat have been approved on an ad hoc basis bv 
the local youth employment service. Alternatively, the use of Youtli 
Employment Scholarsnips could be restricted to firms or job programs 
that had previously been certified to satisfy minimum national stand- 
anls. Over time, a firms eligibility could oe made conditional on its 
achieving a satisfactory average performance with respect to the aver- 



Althmii^h the nlte f^t edch scholarship sh^mld be related to oarh Individunrft 
circumstances* a minimum stipend independent of family Income would he desir* 
able. This would both influence the character of the program and partiaUy off- 
set the current Indirect subaidies of formal education that benefit an students. 

This tendency could be partly controlled by making the slae of the scholar* 
ship larger if the wage rate Is lower. 
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age job tenure, quit rate and income gains of those who came with 
Employment Scholarships. 

Specific incentive payments to the employer firms could increase the 
effectiveness of the program. Very hijrh nuit rates and rapid turnover 
among the young workei-s in a hnn uuluate that their johs are not 
providing useful experience and ait? nut part of effective internal 
career structures, Finns could be en<M)uraijed to develop better oppor- 
tunities for trainings experience and aim\ncement by a svstem of 
incentive paymentij or tax credits. The payment, based on the number 
of Employment Scholarship employees, should reward a record of 
high retention rates and income increases while penalizing high sep- 
aniticin r:it<^ and income stagnation. The trulitional investment tax 
credit has b^en a ^^uccessful stimulus to busine^rf investment in phvsical 
capital. A well designed Emnloyee Investment Tax Credit ooulil spur 
bi»tter efforts to develop our Station's stock of human capital. 

The cost of a Youth Employment Scholarship j)rograni would be 
influenced by five key factors: (1) the level of the mininnim wage 
for voting workers; (2) the amount of training and experience that is 
to 1m* ^•IwMight*' by sacrificing short-run output per worker: (3) the 
uvenigo duration of the individual scholarships; (4) the magnitude of 
the supplementary incentive payments to employers: and (,5) the 
etTect of famMy circumstances and the young person's wage rate on the 
size of the Kmnloyment Scholarship. "Any effective program will be 
f'xpen-^ive. To obtain an order of magnitude, coiisMer a program that 
provides all teenagers with a scholarsliip for their first year of fnll- 
tlme !al>or force participation with the size of the scholarship a 
function of individual circumstances. If scholarships ranged from 
$r^00 to $2,n00 with an average of $1,500, the total cost of scliolarships 
would somewhat exceed $2 billion. The siipplenientary Employee In- 
vestment Tax Credits would increa.-e the total cost of the program. 
This level of scholarship support is compatible witli a relatively low 
minimum wage for young workers. A higher mhiimum wage would 
permit smaller scholarships but would reauire large subsidies to em- 
ployers if effective training is to l>e obtainea.=** 

Although the cost of such a program is high in relation to Federal 
spending on previous manpower programs, it is not high in relation 
to tlie other subsidies used in the attempt to cut unemnloyment. The 
traditional investment tax credit alone has a substantially higher cost 
than the Employment Scholarship and Employee Investment Tax 
Credit outlined above. Moreover* the gains from such a program 
would be much more than a reduction in the unemplovment rate for 
young workers. The better jobs that are created in tliis way would 
pennanently increase the productivity of workers and would open 
career ladders to higher paving jobs. This would not only reduce 
lifetime poverty among disadvantaged labor force entrants but would 
also re/uce the artificially inflated demand for formal education by 
those wno could benefit mon? from industrial and commercial experi- 
ence. An appropirate combination of a reduced minimum wage for 
teenagers, a substantial Youth Employment Scholarship program and 

^ If, for admini$)tralire or other reasoDA, the minimum wa^e for young work- 
er« cannot iie reduced, the alternative to larger employer subsidies wonld be to 
irive a larfrer scholarship to each new worker who could then use Uie scholarship 
to pay his employer for on*the-Job training. 
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a system of specific incentives to linns would not only alleviate the 
symptonis of high unemployment among the young but would also 
tmat the underlying disease of inadequate opportunities for man- 
power development,**^ 



^ The Youth Emiilojmeut Sehohirshi|»s could sub5;tantIaUy increase the effec- 
tiveness of the youth exuployment sonrice. Without such scholarships and with the 
current minimum wage, many of the most disadvantaged young workers could 
only be hired for unskilled and temporary Jobs. This in turn would deter employ- 
ers from hiring them in advance through the youth employment service. Because 
scholarships Would transform the nature ot the Jobs, employers would be more 
interested in seeking In advance those students who would later be good trainees 
under the new program. 
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IV. FOUR SOURCES OF UNERIPLOYMENT AMONG ADULTS 

X^employmont amonsr mature workers reflects several distinct 
problems. Identifying those separate aspects suggests a mix of possi- 
ble policies for lowering the unemployment rate. Tliis section will dis- 
cuss four reasons why the adult unemployment rate is higher than it 
should be. Several pofisiblo policies will be considered l>ricllv. The next 
section will exaniiim in more detail the potential elFects of changing 
our unemployment compensation system. 

8ome unemployment is, of course, the incvitiible consequenee of a 
healthy a-d dynamic economy. The changing mix of output and the 
process of technologieal advance displace workers who generallv be- 
come temporarily unemployed. Women often return to the labor 'force 
as tbeir children grow older; in 1971, reentrants accounted for 40 per- 
cent of the unemployment among women 20 years old and over. Fam- 
ilies occasionally migrate to new areas in order to find better emplov- 
ment opportunities and then spend time searching for work. \U of 
the.^ soiirc^ of unemployment produce important gains for the econ- 
omy and often for the imemployed themselves. It is clear that they 
should not be discouraged. In particular, it is imijortant tf> avoid the 
temptation, to which other countries have sometimes succumbed, to 
prevent temporaiT unemployment bv permanent subsidies for un- 
wanted output and inefficient technology. 

Altjiough some unemployment among adults is appropriate, the 
actual unemployment rates among experienced men clearly represent 
an undesirable and unnecessary waste of resources. In the postwar 
period, the unemployment rate among males aged i20 and over aver- 
aged 3.5 percent. In 1071, it was an unfortunate 4.4 percent. As already 
noted m section II, the rate has generally been higher among women 
than men. In 1971, it was 5.7 percent. The combined unemployment 
rate for adults * wos 4.0 percent. These rates, and the U.S. postwar 
experience in general, are much higher than the unemployment rates 
experienced in most other industrial nations. Even Britain, which un- 
like some other European countries does not maintain full employ- 
ment hv temporary imports and exports of foreign laborers, has 
achieved adult unemployment rate below 2.5 percent in the 1960's. 
What could be done in the United States to achieve a comparable 
performance? 

Although better management of aggregate demand has a more im- 
portant role to play in lowering the adult unemployment rate than in 
improving the teenage employment situation, macroeconomic policies 
cannot do the iob alone. This point was stressed in section I and exam- 
ined statistically in section II. It is now time to consider the more 
specific reawns why a variety of policies are needed to achieve a 
more desirable level of unemployment among adult workers. To do 

* The term "adult" is iwed here In conf rant to "teenager" ; It Includes persons 
aged 20 and over. 
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so* ifc is useful to distinfjukli and analyze the implications of four 
different sonrces of adult unemployment: (1) the cyclical and seasonal 
volatility of the demand for labor: (2) Uie weak labor force attach- 
ment of some groups of workers; (3) the particular difficulty in find- 
ing permanent employment for persons with very low skills or other 
employment disabilities; and (4) the average of several months of 

unemployment among job losers. 
* 

Cyclical AND Seasonal Vahlvtion in Demand 

The American unemplaymont rate is not only hij?her than the rates 
olwervod in foreign countries bnt also much more cyclically volatile. 
During- the 1060's the total U.S. unemployment rate varied from 3.5 
percent to 6.7 percent. The cyclical variation in unemployment— the 
gup between peak and trouffh — was 3.2 percent. The unemployment 
rate was nearlv twice as high in the worst year as in the best. During 
the same decade, the corresponding British unemployment rate * varied 
from 2.1 to 3.4 percent The cvclical variation was only 1.3 percent^ 
substantially lo.«s than half of the U.S. g'lp. Despite the much lower 
rate in the best year, the cyclical swing only increased the British rate 
bv son>e CO percent. 
* It would be wrong to infer from these data that Britain's less vola- 
tile tmemployment nito is due to a more stable growth of demand and 
pro<luction. A comparison of American and British experience shows 
instead that changes in aggrefrate demand have a substantially smaller 
impact on emplovment in Britain than they do in the United States. 
More specifically, I liave examined statistically the relation between 
annual changes in the unemployment rate and the corresponding 
changes in iTi<lustrial production in the two countries. The results 
show that a 1-pcrcent change in industrial production has about twice 
as big an effect on the unemplojrment rate in the United States as it 
does in Britain. Moreover, while nearly all of the year-t^year vari- 
ation in the U.S. unemployment rate can be explamed by fluctuations 
in industrial pi-oduction, the association between unemployment and 
industrial production is much weaker in Britain. 

Equations 4.1 and 4.2 relate the annual change in the male unem- 
ployment rate to the corresponding percentage change in the index of 
industrial production.* In the Ignited States, a l-pen»nt fall in the 
Federal Reser^^e Board index of industrial production (JINDUb) 
implies a rise in the male unemployment rate (RUMUS) of 0.2 per- 
centage points. The vi nation in industrial production explains 91 
percent of the anntial changes in unemployment. In contrast, a. l-|)er- • 
cent full in the United Kingdom index of industrial production 
( JINDUK) only raises the unemployment rate ( RUMTJK) by 0.11 
percentage points. Less than half of the historical vana.tion in these 
unemployment changes can be explained by changes in industnal 
production. 

» AdiMsted to U.S. concepts by the Department of Labor. 

•The rate for males is used because the annual British data for female nnem. 
ployment is seriously Incomplete. The United States and United K.nKdom male 
nnemployment rate* can teaaonably be considered comparable for the eorreat 
purpose. 
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(4.1) RUMVS.-RVyiVSt-tT^OM- 0.20 ^ JlXDVS,-Jl NDUS^A 

(0.02)^ JlNDUS^r ) 

32»«0.91 (1955 to 1971) 



(4.2) RUMUK,-RVMUK,.i'='0A6- O.ll /JrNDUKj-JINDUK^r\ 

<"03)(. JlNlWK,.y -) 

^«0.49 (1950 to 1909) 

These differences between United States and United Kingdom ex- 
penence are corroborated by studying the relation between the level 
of unemployment rate and the concurrent deviation of industrial pro- 
duction from Its trend value. In the United States, the index of indus- 
tnal production grew at an annual rate of 4.6 percent from 1954 
through 1971. The variable C YCLEUS will denote the ratio of the 
actual mdex of pi-oduction ( JINDUS) to tlie value predicted by the 
exponential growth function. Equation 4.3 shows that if the index of 
industrial production falls 1 percent below the trend, the unemploy- 

?J^r^^,S^ ^'^^ percentage points. Additional lagged values of 
C 1 CLEUS are not signiticant. 

(4.3) ALA/ 24.35- 19.77 CYCLBUS, 

(2.34) ^=0.81 (1954 to 1971) 

The corresponding United Kingdom cycle variable (CYCLEUK) 
represents the ratio of industrial production to Britain's 3.1 percent 
growth Dath. Equation 4.4 shows that the effect of changes in 
CYCLEUK is smaller and that very nmch less of the historical varia- 
tion in the United Kincdom unemployment rate can be explained by 
fluctuations in industrial production. 

(4.4) «£/Af£;A'i« 15.48- 13.37 CYCLEUK, ^ 

(fi-71) ip=0.l8 (1949 to 1969) 

These equations * suggest that much of the difference between the 
volatility of the United States and United Kingdom unemployment 
rates is due to the different ways in which employment in the two 




range of 3.2 pczventajje points during the « „ M^^ti « wuv 

1,0 percentage points if the American economy responded to variation 
in industnal production in the same way as the British economy. The 
lower British rodponsivenc^ therefore accounts for about two-thirds 
of the difference between the U.S. peak-to-trough gap of 3^ percent- 
age points and the corresponding L'nited Kingdom gap of 1,8 iier- 
centa^ noints. 

Bntisn unemployment is less volatile because there is more cy<'lical 
kbor hoarding and more disgjuised unemployment in British'firms. 
During cyclical downturns, British firms are more likely than Ameri- 
can firms to retain workers and assign them to less productive activi- 

* A Tariety of other equations, including tbe use of manufacturin; production 
and the »cltiaion of young worken* continues to support the results that British 
ttnemployment la lets sonaitiTO to fluctuations in industrial production. 
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ties rather than to lav them off for a temporary period. The reasons 
for this difference in behavior is unclear. It may reflect specific differ- 
ences in seniority arrangements and unemijloyment insurance provi- 
sions or more general Terences m industnal structure, the competi- 
tiveness of product markets, and the long-established national atti- 
tudes about the proper relation between employei^ and employees. 
British employment practices bring advanta^s in the forni of inconie 
mahitenance and job security. When remaining employed is a sub- 
stitute for temporary unemployment and subsequent recall, there is 
also a gain in higher national income. In contrast, when remaining 
emplowd is a substitute for switching to a job with a different em- 
plover, the British practice win result in a lower aggregate produc- 
tivity of labor. It would clearly be valuable to study why British firms 
and workers have chosen to respond differently from their American 

^'^A* vSty'of special schemes might be developed in the United 
States to encourage firms to reduce the sensitivity of employment to 
chanjres in aggregate demand: required minimum notice before em- 
ployees are laid off, large compufsory severance payments, a g.iar- 
^ntJed annual wage, substantiaf tax penalties (rewards) for volatile 
(stable) employment, and so forth, S%lar P<>l»«es have already been 
adopted by some European countries. However, such actions can only 
lowKe volatility of Snempioyment by reducing the efficiency of the 
K market and Wfore*lowering real wages. There is no reason 
for the Government to impose a lovver wage and the eorrespondii^ y 
greater employment security than the employees themselves actuanv 
fvant. ColMve bargaining agreements can achieve any d^ired 
degree of employment secu^ty through ^echni^^^^^ 
mum notice, supplementary unemployment benefits, and ?o forth. Ihe 
oTome of colfcbtive bargaining, moreover, can reflect the employees 
preferences and the real opportunity costs of lost earnings. TTie Gov- 
Ken? should only provfdfe inducements to di ^ised unmplW^ 
to the extent that these are considered a more efficient formof dehcit 
JpdiS^or that they provide tangible benefits to Pf^^f.^ otl^^^^^ 
tEe individual employees and employers. It f .7**^?^ ^7'^, 

that the government should also avoid policies that artificially ^nnu- 
late the Responsiveness of unemp byment to changes m aggr^te de- 
mand. Nevertheless, as I will Siscuss below, our ^^^^^ ^^f^J^ 
imemplovment compensation may have the undesirable effect of stimu- 
lating the volatility of unemployment m this way. . 

Bwause American unemployment is very sensitive to variations in 
aggregate demand, it is particularly important that aggregate demand 
iteelf be made more stable. The causes of past demand fluctuations 
and the possible remedies for the future have been studied and dis- 
cussed at great length. A further elaboration of these topics would be 

• The potentially Important effect of differences In unemployment compensation 

•'^^i?«SplefS^oyment compeniation paymenti. are now used to stlmu- 
l«te *L*Wte demand. It might be poaible Instead to pay wage subsidies to 
fliSs to iSuw layoffs rather than allowing higher unemployinent to occnr and 
thTtaklS^epa to .timnlate reemployment of thc«e ''"^ers. If there ar« 
Sin«ult hiring and training corta, aoch "preventive" wage subsidies might be 
more efDcient. 
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out of place in the current paper. It vrould^ however, he useful to con- 
sider very briefly related issue of the effect of economic growth 
on the rate of unemplovment 

It is often suggested that a higher rate of economic crovirth would 
bring with it a Tower rate of unemployment^ The usual argiuuent in 
support of this proposition might be summarized as follows: 

In a rapidly growing economy !n which real output increases at 10 percent 
per year, even a serlona cycUcal ftiU In the rate of growth still leaves output 
increasing substantially. A 4 percent fall from the usual growth path still leaves 
ontptit growing at 6 percent With such rapid growth of output, Arms slUl need 
additional labor and wiU not reduce their employment. 

Such a statement misconstrues the nature of rapid growth. The 
hifth rates of prowth of output in countries like Japan and (lennany 
represent a rapid increase in output per employee, not in the nuniher 
of employroi;. A 10 percent growth of output might, for example^ 
roflc'Ot an 8 percent increase in productivity and a 2 piirccnt increase in 
employment* Such rapid proauctivity growth requires a rapid in- 
cri'u-e in demand just to maintain the old level of employment. If 
pt>tential output grows at 10 percent while demand grows'at only 0 
percent, there is n substantial fall in the need for labor. It is simply 
not tni*^ that an increase in the rate of 'potential growth will necessar- 
ily lead to lower unemployment The evidence that Japan and (ier- 



nnemploymt^nt might l>e explained by Japan^s peculiar emplbyor-em- 
plovot' relations rnd Grmany's use of temporary migratory labor* 
vnuth < r.ipl<>;-!nont policies, et cetera. At this point, the idea that a 
higher rat? of productivity increase would also lower the rate of un- 
i^Tup^oymnnt muFt hp rejrardod^ as an optimistic hypothesis without 
tlioDreticnl jiifi^tififation or empirical support'* 

.^<* ??nnal variation in employment aemand raises quite different 
?c«ncs from the cycHca) variation that ha^ been discussed until now. 
Seasonal unf^mp^oymnnt is clearly not involuntary. An individual who 
accept? a if»h with seasnnal flurttuations knows that he will be laid off 
or at loast tV.ot there will l)e a signifieantly higher probability of beinj; 
laid off. The tot^tl effwt of seasonal variations in unemployment is 
substantial. Durinir the 12 months from June 1071 through May 1972, 
the si>apnn:illy adjusted uni»mploynient rate remained nearly constant^ 
varying only between 5.2 and^ 6..^ percent. In the same periods the 
seasonally imaditisted rate varied from a low nf 4.5 percent to a high 
f>f 6.3 nefrent* If seasonal tm'Wployment omild be avoided completely^ 
the average* unemplovmf^nt rate wotild fall bv more than 0.75 percent. 
Whil(» w!n<' «<*asona^ unemployment may be techni;*allv necessary, 
other seasonal unomployment could no doubt be eliminated by chenges 
in production methods, increased holding of inventories, the integra- 
tion of firms with complementary seasonal demands, et cetera. Andi- 
tional reductions in seiisonal unemplovment could be achieved if 
workers who are seasonally laid off would make the transition to new 
iobs with less time out of work. If these improvements could eliminate 
half the current seasonal unemplovment, more than 300,000 man-years 
of unemployment would be avoided every year. It should be empha* 



' Thin U\9a In emptaafflzcHl find devMopod In **Mea8nria(? Bmploymmt »nd Un- 
employment: Report of the Prefrfdent*a Committee to Appraise Bmployment and 
rnemployment Statistics** (1982). 




economies, have enjoyed low 
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sized^ ho^vever, that somo amount of seasonal imomployment is dcsir- 
able* Ev( n if public policies could bo designed to eliminate seasonal 
unempbvmont completely, this would only be achieved at substantial 
real economic costs. The proper aim of public policy should be to 
avoid dii5torting the natural pattern of soafjonal unemployment that 
would reflect feotli the preferences of employees and the attempts of 
employers to produce at minimum cost Section V will discuss the ways 
in which our current system of unemployment insurance encourages 
excessive seasonal lay offs and unnecessarily long unemployment 
among those who have been laid off. 

WhWTS. Larou Force Attaciikekt 

TTnemployment caused by weak labor force attachment is generally 
a smaller but move serious*^ problem among adults than among young 
workers. While some of the unemployed adults who arft not seeking 
permar ont unemployment are still students or are mothers with yoimg 
childn n. the social problems arc associated with the ffroup with low 
skills and little education. These adults suffer from the same limited 
oppoit unities as some of the voung workers described in the last sec- 
tion. Ilcoause they have low skills, little education, and generally bad 
work habits, they never enter the mainstream of employment oppor- 
tunities. The only jobs open to them are the dead end jobs with low 
pay and no future. 

iligU unemployment among the men and women in this "secondary 
labor market'- • reflects their i^ejection of the jobs that are available. 
Many of those with very limited job opportunities prefer to remain 
unemployed rather than accept what they consider undesirable jobs. 
Many others who take these jobs soon quit. 

Boston'^s experience with tr>*ing to secure employment for a large 
firroup of such low skill workers dramaticalljr illustrates that the prob- 
lem is not providing jobs but making these jobs acceptable to the un* 
emploved. buring the 8 months beginning in Septemwr 1066, Boston^s 
ABCt) program referred some 15,000 disadvantaged workers to jobs* 
Seventy percent were offered jobs. Xearly half of the job offers— 46 
percent^ — were rejected. Of those who did accept work, less than half 
remained on the job for 1 month. A verj* high proportion of these 
separations were voluntary. Even among those over age 25 who were 
bemg paid more than $1.75 per hour in 1967, the separation rate m the 
first month was 33 percent.* .... . , , 

^Xhat can be done to reduce imemployment among low skilled adult 
workers? It is clear that the problem cannot be solved by increasing 
aggregate demand in order to create more jobs. There is no evidence of 
a shortage of jol>s for this group. The Boston experience shows that 
jobs can be found but that they will not be accepted.*^ Lowering the 
rate of unemployment requires steps to bring the characteristics of the 
actual jobs and the standards of the acceptable jobs closer together. 

It i^? sometimes suggested that expansionary macroeconomic policy 

• See TV^erlnger and Wore 1971, chapter 8, for an extensive dlsctiMlon of tbe 
cliam4!teristlcs of the secondary labor martot. 

• See Doertnscer 1969. for a more detaUed description to thin experience. 
»Tbe apedal problem of thote with such nevere employment bandicapa that 

they cannot earn tbe minimnm wage will be diacnased below. 
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can play an important role by improving the quality of the jobs avail- 
able to the least able workers. Those who suppHort this view ai*gue that 
the better iobs and higher pay that become available in a tighter labor 
market will reduce the voluntary unemployment and nonparticipation 
among this group. There )% unfortunately, insufficient data with 
which to evaluate this proposition. The aggregate unemployment 
statistics by age. sex, and color do not provide enough detail to 
identify the low skilled workers," Although such workei's are a dis* 
proportionately large fraction of nonwhite males, it is impossible to 
say how much of the fall in unemployment for this group during 
any cyclical tightening is actually due to a reduction in voluntary un- 
employment among those who are able to find better jobs. 
^ The best available evidence - the statistics on labor force participa* 
tion rate&~indicate a pessimistic conclusion. Since 194S, the labor 
force participation rates of nonwhite adult males has dropped dra- 
matically : from 97.2 percent to 92 percent among 35- to 44-year-olds 
and from 94.7 percent to 86.9 percent among 46- to 64-year-ol^ 
Among white males in those age groups the i&hanges were extremely 
small : from 98 i)ercent to 97 percent and from 95.9 percent to 94J7 
percent This nearly threefold increase in voluntary withdrawal from 
the labor force occurred during a 25-year period in which wage rates 
rose nearly 50 percent. This is clearly contrary to the notion that 
higher wage rates would reduce voluntary nonemployment Much of 
the decrease in labor force participation occurred at the same time as 
lalior markets were tighteninif. From 1961 through 1969, while the 
overall unemployment rate fell from C.7 percent to 3.5 percent, non* 
white adult male labor force participation rates continued to fkll: 
from 94.8 percent to 92.7 percent among 86- to 44-year-olds and from 
92.3 to 89.6 percent among 45- to 64-vear-olds* 

Similar conclusions are implied by the fall in the labor force par- 
ticipation rates of nonwhite adult males living in urban poverty neigh« 
borhoods during the period from 1967 through 1969, wnile the unem-^ 
ployment rate for that group was falling sharplv* In 1967, with an 
unemployment rate of 6.7 percent among nonwhite adult males in 
urban poverty areas. 19.6 percent of that group were neither employed 
nor seeking work. By 1969^ their unemplovment rate had fallen to 
4.3 percent: despite the tightening of the labor market, nonpartid- 
pants rose to 21.4 percent of that population grouf>. 

The evidence on nonparticipation rates contains two lessons. It is 
a warning that macroeconomic expansion and tighter labor markets 
are unlikely to bring a significant reduction in the voluntary unem<^ 
ployment tnat characterisces low-skill groups. It is also a reminder 
that the offiriully defined tinomnloynient rnte is the tip of the iceberg! 
For thc^se low-skill groups, withdrawal from the labor force is much 
more common than official unemployment. 

Recognition of these limi** expansionary macroeconomic policies 
has encouraged the creation of several major manpower programs 
dtiring the past decade. All of these programs share the common 
philosophy tnat the hest wav to reduce nonemployment in the groups 
designatcil as disadvantaged is to provide training that can improve 



^The lonsritudtnal ranrey of experlenred adalt workers (nee PaiUM et af^ 
1970) win provide a aalQue opportunity for an aulytlfl of tbe cycUeal expertenes 
of lov7 ftklUed workers. 
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the quality of jobs open to tliem. During the 9 years from 1963 through 
1971, there were more than 6 million new enrollments in Federal man- 
power projrrams. Even if the Neighborhood Youth Corps--which does 
not deal with adults—is excluded) there were nearly 3 million new 
enrollments during that period. In 1071, the six major programs that 
do not concentrate on young persons enrolled more than 3%50,000 per- 
sons ovor 21 years old. The tot^\ Federal cost of tliese programs from 
1903 throtigli 1071 was nearly $7 billion; in 1071, the Federal obliga- 
tion wa<^ $L5 billion. 

Despite 10 years of experience with these lar^ j>rograms, there has 
beon no clear and dcfimtivo evaluation of their impact. We do not 
know whether unemployment rates are lower and participatioa rates 
are higher for thase who have enrolled in a manpower program than 
among those with the same characteristics of age, sex, education, et 
cetera* who have not. There have apparentl^y been no controlled ex- 
pentuent!?i to compare the effects of institutional training under the 
MDTA prograin with on-the-job training in the JOBS program. The 
Isolated evaluations of particular local experiences or the results witli- 
in indi viilual Hrms have generally suggested that manpower programs 
have positive but small effects. The interpretation of tnese evaluations 
is clouded, however, by a lack of adeauate controls and by the prob- 
lem of self-selecting trainees." The clenrest successes have been ob- 
tained bv large firms that hnve combined expensive periods of on-the- 
job training with opportunities for further employment and advance- 
ment." 

Amon^ adtilt*? who have been out of sc!mol for several years or 
more, the handicap of low skills is exacerbated by the problem of 
bad employment habits. Absenteeism, fi'ec(uent lateness^, petty thefts, 
nnd high quit rates are characteristic of workers in the secondary 
labor market*. It is difficult for them to break these habits and con- 
form to the discipline of mainstream employment. The possibility 
of piwenting the?e problems by better exjieVience and training of 
young workers makes the policies discussed in the last section all the 
more important. 

Macroeconomic policies and manpower programs both seek to re- 
duce noncmployment bv making the available work more attractive. 
It is important not to lose sight of the fact that the extent of volun- 
tary nonemployment also depends on the attractiveness of not work- 
ing. Today^s welfare rules are a notorious deterrant to work for 
tlmse who are receiving welfare. Moreover, the rapid rise during the 
InBt flec4i(lw in the vaLie of public assistance that is available to a 
family with little or no earnings—including cash payments, Medi- 
caid, food stamps, and housing subsidies — has sutetantially increased 
tlip attraetivenecs of nonemployment or intermittent employment for 
those with low skills. The increased levels of unemployment compen- 
sat'on also encourage intermittent work, especially among two-earner 
families. 

There is also the complex problem of unreported earnings among 
low income families. Some of this derives from criminal activities 
or from lawful services performed for illegjil employers. But cash 



w Ko^ Rr>hert HaU 1971. for a dl»ctisfrton of tWn r«vtdenoe and a genemUy pessl* 
iiil«f!c view of the noti*nt!al of manpower ppn/n*am«. 
" See Doerini:er for several case ttadlea that lUastrate thla 



ERIC 



35 



payments designed to avoid ta^es and to prevent red\ictions in un- 
employment compensation or welfare benefits are also important* For 
casnnl workers in the secondary labor market, cash payments can 
avoid Federal income taxes at a ininimnm marginal nite of 14 percent^ 
plus combined employer and employee social security taxes in excess 
of 10 percent, plus State income, unemployment coinponsation, and 
workmen's compensation taxes. These taxes may oasdy total more 
than 30 percent of the worker's ijross pay. By evatlinff taxes and 
receivinff payment in cash, the effective net wajje can be increased 
by nearly 50 nercent This provides a substantial incentive to both 
eniployers anrl employees in situations wlierc reconlkeepins? prac- 
tices can l>e lax to share the potential grains of nonrcportirig. The 
hifrher wa<ros in such casual labor markets are a further inducement 
to intermittent employment. 

The most etTe(.tiVe way to achieve a substantial reduction in non- 
employment amnnjc low skilled groups is to combine improved man- 
power* proirrams with a reexamination and redesign of the current 
adverse incentives. 



In addition to those who are ryclic^illy unemployed or voluntarily 
out of work, there is a substantial residue of imemployables who would 
bo unahle to find ste>iulv employment even in a very tight labor market. 
PiM-niunimt phypi<'al di-ahility* subnonnul intell»<3:enee, or psycholop- 
c:il probhMus severely limit the prodiictivity of these men anrl women* 
The' problf^m is most serious amon^r those with both a physical im- 
pairment and liniited education.** Law and custom prevent iutos from 
low(*rinr^ wuges to the levels at which it would pay to hire handicapped 
individuals, 

Althoujrh vocational relmbilitation could improve the prospects for 



and le^s educated, the costs of additional training would exceed the 
benefits. Two forms of job creation for these permanently disadvan- 
rajrod workers have l)een suggested: subsidies to firms and direct per- 
manent public employment.** A third option, integrating the mnii- 
mum wagi* law with general income maintenance, is also possible. 

Wage subsidies to private firms are desirrne^l to fill the gap be* 
tween the productivity of these very low skilled workers and the 
minimum wage. The primary objection to such a policy is that much 
of the subsidy would be paid" for hiring workei^s wno would have been 
hired anyway. Although this problem might be reduced by a careful 
procedure of certifying eligible handicnpjied workers, sucn a process 
wouhl inevital>ly involve a Targe number of arbitrary individual deci- 
sions. The tack* would be made more diffictilt by the need to spe.Mfy 
dilTerent subsidies for different degrees of occupational handicap. The 
scope f*>r abu«o. however, would lie very much limited if the total 
wage — including the subsidy — were linxited to the legal minimum 



See Luft 1»72. for e«ttliiiate« of the Impact of disabiUty on unemployment 
and of the way in which this in exacerbated by low educational aehtevment. 

'*See Sr»hultze ef. aU 1971, for a dejwfriptlon and altematt^^e evaluation of 
th^ prrniosals. They do not dlstinismt^h between Job ereatlon for the handl* 
capped and the genend problem of unemployment among low skilled workera. 



The CinoiEXT I^xEMrroYABLES 



some of the 
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wajje in that ty|)e of employment and if the handicapped individual 
could take his wage subsidy to any employer^ Since most workers can 
earn more than the niinimum wage, tJiere would be no incentive to 
seek an inapprof)riate wage subsidy. Even if low skill workers in 
general were subsidized excessively, there would be no undue subsidy 
to employers if workers could take these subsidies to any firm. Com- 
petition among firms for these subsidies would pass the advantage of 
the subsidv back to the low-income workers tliemselves. The most 
serious problem with the subsidy plan would then be that substantial 
government funds went to raising the w\Hges of very low paid em* 
pJoyees rather than reducing unemployment, A system of wage sub- 
sidies to close the ^p between the productivity of handicapped 
workers and the minimum wage is therefore quite appealing*** 

Permanent public employment for tliose who are cutTentiy unem- 
ployable in the private sec' nr is advocated by those who doubt the 
potential efficacy or cost-effectiveness of private wage subsidies. A 
rurther advantage claimed for public emj^loyment is that the Govern- 
ment unlike private employers, could give primacy to job creation 
and make the production oi a useful product a secondary considera- 
tion» Such a philosophy currently guides the program of sheltered 
workshops for the blind and for others with severe physical or mental 
impairments. Should it, however, be extended to tnose with less ob- 
vious occupational handicaps? The difficulty with a program of public 
employment is indicated b/ the question posed by Schultze and his 
collaborators (1971) : 

What would be the appropriate size of a public employ- 
ment program ? The answer depends on the answers to two 
other questions: How many potential enrollees are there, 
and what propmrtion of them would actually enroll? . . . 
Two alternative actions might be taken to determine the 
^^proper'' size of a public employment program. One would 
be to guarantee a job to everyone applying, and find out how 
many do apply. A more practical procedure would be to start 
at a relatively low level and, if the jobs offered at that level 
were quickly snapped up, to offer more until some acceptable 
degree of saturation is reached (pp. 200-201 )« 

The number of enrollees would, of course, depend on the n»te of pay 
and the conditions of work. If the pay were not limited to the minimum 
wage, workers would be drawn awav from productive private 
employment into these improductive puolic positions. Even if these 
special public employees were only paid the minimum wage for man- 
ufacturmg employees, workers who are currently employed in private 
jobs in agriculture and services would find public emploj^ent more 
advantageous. If the managers of the public employment program 
consider any useful output to be of secondary importance, public em- 
ployment is likely to be less productive and therefore more costly to 

^ A second objection to the use of wagce aubeidies is tbat for some workers no 
feasible mibnidy would be large enoiu^ to induce an employer to bire th^ 
it managers fear that« becau«e of their unreliablUty* production Unea would be 
interrupted* machinery destroyed* and so on. (See Schnltze et. al. imi, p. 200). 
This in unlikely to be a very serious problem. Although such imreliabiUty may 
make some people unemployable at ftuy wage in some firms and occupations, 
there are clearly other Jobs In which they oould be profitably employed at a 
soffleiently low net wage* 
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tho Xatiun than r*..*^' wage subbidii\s. Moroover, if the case for 
subsidimi job cn»a Lii ^Mther than direct income support is based oii 
the value to the inuivitiual of a setis?!. of aecomplishiuent^ it is impor- 
tant that the employee be involved in useful production. There seems 
little n»ason to support a program of public employment with little 
i'oiuvni for production unless a program of private wage subsidies 
has been tried and rejected. 

Xot all discussions of public employment have assumed that such 
a proirram would emi)hasi2e job creation rather than useful produc- 
tion. Some advocates of the continuation and expansion of the cur- 
rent Public Employment Program have stressed that Federal subsidies 
for such State and local employment is a useful wav of satisfying un- 
inet public needs. It would, however, be preferable to separat^i sub- 
s;di<*s for public servioes from subsidies for those who have difliculty 
finding work. Failure to do so is likely to lejid to an inappropriate 
mix of public ser\ices and a less productive use of currently unem- 
ployed workei-s. It would, of course, be appropriate to permit State 
and loi»:il governments to compete with private firms in hiring work- 
ei*s with wage subsidies. There is no reason to limit the subsidized 
\vt)rkers to private employment. But the subsidy for public services 
should be given on its own merits and not as an indirect way of creat- 
ing specific jol)S. 

It IS sometimes suggested that the imusually high unemployment 
rates among youth, women, and minority groups could be reduced by 
tar«;:eting a permanent i)ublic employment program at these workers.^^ 
This ignores the faet that there is no evidence that these workers are 
pt !-munently unable to find work. In contrast, jobs appear to be avail- 
able with relatively little delay and the duration of unemployment 
is generally short. Moreover, the creation of public jobs may have 
little elTect on unemployment in these groups. If those who are out 
of work find that the new public iobs are no more attractive in pay 
or working conditions than the jobs already available in the private 
sector, they will not Increase their rate of employment. The public 
jobs will be filled instead by those who are already at work m the 
private sector. If instead the public job^ offer higher pay and better 
working conditions than are currently available, some of the un- 
employed will of course want to take tnese jobs. But the creation of 
thes<» jobs will only lower the unemployment to the extent that the 
jobs are not filled oy those who would otherwise be working in the 
private sector. The higher the wage on these public jobs, the greater 
the risk that they willlbe filled in this wuy. Finally, permanent public 
employment is an inappropriate policy for dealing with the ahorMe^^m 
unemployment of unskilled labor that results from high lay-off rates. 
For sui ir unemployment, public jobs would primarily be a replacement 
for private employment: for an unskilled worker who currently 
experiences 6 weeks of unemployment per year, a permanent public 
job would only prevent 6 weeks of unemployment but would eliminate 
46 weekfj of private employment. 

.Vn alternative to the development of a formal wage subsidy pro- 
gram is to integrate the minimum wage law and the system of income 



Publle ftervlce Jobs for youni? persons could give useful employment experl' 
enoe for labor force entrants. Outside clerical and rdated occupations, however* 
public employment Is unlikely to provide the ^rpe of on-the-job training that 
could later be valuable in Indostrtal employment 
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mainlenunec, With a nofpitive inoome tax, such an iatcprration could 
be uceoniplished r^imply if the minimum wago is interpreted as apply- 
ing? to the sum of employees' market wage and the income maintenance 
paymont converti>d to an hourly basis. For example, if the minimuin 
wage is $'2 per hour, an individual who receives $1,500 per year in 
inajuio niainu^nance would be treated as receiving support of Tr> cents 
per litmr utid eouM therefore accept a j(^b that paid anything over $1,25 
per hour. TJie actual application of such a principle would take into 
iurount the fii<-t that the annual income muialcnance pa vt.icnt depends 
on the amount that the individual earns. As a simplified example, 
consiiler an income maintenance scheme that pays an annual amount 
(A) eunal to a basic payment that denends on family size (B) less 
uue-aulf of ihe aimual earned jncuiue (!>(■) : 

A-!\-i.jIXC). 

The in-onie maintenance and mznimum wage rules might be integrated 
by dotiuiiig income, for the purpose of the minimum wage control, 
as tiOOO times the individual's market wage (WAGE). The income 
maiutiiumce formula is then: 

A=B-1000(WAGE). 

This iiv.p-ies that the hourly income maintenance payment (a = 
A/iiUiVj) is: 

^-57^0-^/2 (WAGE) 

The gross wng«* to which the minimum wage law applies is then the 
sum of the nmrket wage and the hourly income maintenance p^iyment. 

C™ wag*^- W.\GE+2'^-l/2 (WAGE)=2^ + */2 v>VAGE) 

An individual with a basic payment of $3,000 therefore earns a 
groi .s wage of $1,5U per hour plus one- half the market wage. If the 
minimum wage is $*2 an hour, the individual can accept a job with a 
market wtige al)ove $1 an hour. If the basic payment is smaller, the 
minimum maricet wage is higher. If the basic payment exceeds $4,000, 
the indivi(Uial ran acct^.pt any form of employment 

This example is simplifieil but captures the basic principles. In 
practic e, the rules would have to take into account the problems of 
families with more than one eanier, of varj-ing wage rates, and of 
temjMU-ary imemployment. This couhl be done without altering the 
h:isi«r nonou of integrating ino^ime maintenance and the minmium 
waire, Sueh an integration would stren^jthen the income maintenance 
]>ro\ i>if »tis for those who would otherwise be involuntarily imcmployed 
wliile avoiding the cunibei>'(>me administrative problems of direct wage 
sub?idies.*^ 



" It miffht still be valuable tu have direct wage stibjtfdles ao that low-sWIled 
pers^»nj* who would ref*eive very small income malntentince payments, for ex* 
anxpb, «<>me single individuals, could still obtain employment A prntrrnm of 
puhlio employment at or below the mlnimttm wage would also be desirable if 
the lii«-om(* nmlntcnance pro;?ram requires employment a« a condition for re- 
ceivlnjr b4»n^fit«. Thia would be especially Important If Income maintenance ia 
lift fntoi^rattHl with the minimum wage^ It would be ironically unjust If a low- 
«kiU<yl person were prevented from working by the minimum wage law and then 
denied iacome maintenance payments because be wa# unable to find work* 
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DriLVTION OP UXEMPI-OTMEKT 

Much of the rwmt theoretical discussion of unemployment has 
emphasized that workers remain unomp^ed because they are search- 
ing for bctt^^r job offers/® A worker who is laid off o^n does not ac- 
cept the firrt job offer in his own line of work but investigates several 
]ob possibilities over a period of months before accepting new em- 
ployment. Pait of this process of searching is information gathering. 
The v^ orker who has not recently been unemployed generally does 
not know what wage and working conditions his own skuls and experi- 
ncc will command in the markot. lie spends time locating relevant 
jobs and learning about them* Part of the search also consists of 
delaying in the expectation that the next job offer may be better. 
The great<>r the individual's uncertainty and the greater the variance 
of wage rates and working conditions in his relevant market, the 
longer he will tend to search. 

Not all unemployment can be interpreted as conf?cious or uncon- 
scious soarcli. Some skilled workers and union members know just what 
the loc^l market wage is in their oc4^upation and prefer to wait until 
such work becomes available rather than accept alternative work at 
substantiallv lower pay. Some workers are waiting to be rehired into 
the same job from which they were temporarily laid off because of a 
seasonal or cyclical fall in demand or because of scheduling problems. 
Some workers, especially those with severe handicaps, are not able to 
find anv employment. At the other extreme, some of those who report 
themselves as unemployed are not seriously interested in finaing 
em^^loyment and have made only limited efforts to find work. 

1 he average duration of unemployment during the postwar period 
has been about 3 months*^** This varies cyclically: in 1971, it was 11 
weeks: in 1969, it briefly dropped below 8 weete and in 1961 it rose 
over 16 weeks. These mean durations reflect a very skewed distribu- 
tion. Although the mean in 1971 was 11 weeks, more than two-thirds 
of the unemployed had durations of less than 11 weeks and 45 percent 
were out of work for less than 5 weeks.** 

Any reduction in the mean duration of unemplojonent would lower 
the average unemployment rate. A fall of 1 month in the average dura- 
tion of uneiiiployinent wouUl lower the projected future unemploy- 
ment rate from 4.0 percent to less than tlA i)ercent.=^ Even a 2 week 
redwtion would i*edu*?e the urn iuployment rate by 0.75 percent. Those 
who stress the importance of search activity suggest that the duration 



"See Mortensnn (1970) and Pheips (1970) for a development of thin theory. 

**Thero are fitverni pmiiiemn In interpreting this namber. It refers to the 
mean iH^rlad tluit th'>se who nre currently unemployed have been out of work. 
The Hh'iv^ of the distribution of unt^mployment durations impUes that this Is 
rlrs<» if>. but xutt exactly e<iual to. the mean length of complete*! spells of unem- 
f'Uiyhiont. The pro>>lem Is further complicated by the unemployed who drop out of 
the labor force. 

^ This distribution rel^ects substantially shorter periods of unemployiiient than 
the British experience but, as noted In Section II» many fewer become unem- 
ployed in Britain so the duration-^ ore not comparable for the current t^urpose. 

"l*)ils is thp unemployment rnte projected for 1080 in Section 7. The average 
rate in tho postvvar i»erlod hfts h^v 4.5 percent. 

''This a«4«<umes thnt the shorter duration of unemployment does not lnorea«o 
the number who Wome unemph^yHi. AlthoUjEfh the shorter durations may lndu(*e 
incrensei quit rntos. the efre<*t of this la likely to he smaU« especially If the 
shorter durations art; nut due to changes In job opporttintttetu 
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of uiimploynumt could b(» rodiurod by improving the. flow of lob lunr- 
ket information. The amiputcri^ed "job banks'' recently devolopod bj 
the Department of Lal)or are a primary example of this. So also is 
the nu ent pro^wsal by Holt and others (1970) to increase greatly the 
si /A* of the U.S. Employment Service. 

The iluration of unemployment also depends on the cost to the un- 
employed of remaining? oxit of work. Our current system of unemploy- 
ment * compensation substantially reduces — indeed often almost 
completely eliminates— the cost of temporary unemployment. Because 
unenii)loyment contpensation affects adult unemploynient more gen- 
erally, inclutling not only the duration of job search by the imem- 
ploved but also the cyclical and seasonal variation in labor demand 
and the job attachment of many low-skilled workers, the subject of 
unemployment compensation will be dealt with mor* generally in 
the next section. 



» 
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V. IMPROVING THE INCENTIVE EFFECTS OP 
UNEMPLOYMENT COMPENSATION 

For morv than 30 years, unemployment compensation has pro^idfid 
valuable support for millions or unemployed workers and nas bean 
an important source of security to millions more who are employed. It 
is imnortant to reexamine and strengthen this system by adapting it to 
the chan^fing nature of unemployment. 

All of the basic features of our current unemplovment system were 
designed and adopted in the depths of the depression, 'fhe modem 
Keynesian principles of incnnie determination were neither under- 
stood nor accepted. Now we are all Keynesians. We have come to 
accept the Government's general responsibility for maintaining a 
high level of demand through variations in spending^ taxation, and 
monetary policy. The structure of unemployment has changed accord* 
ingly. The large pool of long-term unemployed workers has been 
replaced by a much smaller relative number whose durations of 
unemployment are also niuch shorter. Almost every unemployed pjer- 
son c:m now find a job in a very short time. Despite the changing 
nature of unemployment, the system of imemployment compensation 
continues in essentially its original form. 

Under the economic conditions that have prevailed in the postwar 
period, our current system of imemployment compensation is likely 
to have increased the average rate of unemployment. The usual pre- 
sumption, that unemployment compensation reduces unemployment 
because it automatically increases government spending when unem- 
ployment rises, is really irrelevant. The same nscal stimulus would 
now be provided through other expenditure increases or tax cuts by a 
government committed to maintaining aggregate demand*^ Hie pri- 
mary effect on aggregate unemployment ot our current system of un- 
employment compensation is not its contribution to aggregate demand 
but its adverse impact on the incentives of employers and employees* 

This section explains why unemplojrment compensation is Iflcel^ 
to increase nearly all sources of adult employment : seasonal and cycli- 
cal variations in the demand for labor, weak labor force attachment, 
and unnecessarily long durations of unemployment. It then suggests 
how the system of unemployment compensation could be restructured 
to reduce these bad incentives while actually increasing the protection 
that it offers to workers who are unemployed. 

Oxxr ciirrent system of unemployment has two distinct but related 
bad incentive eflfects. First, for those who are already unemployed it 
greatly reduces and often almost eliminates the cost of increasing the 



^This could of course be done throuiirh a formula plan that tied the fiscal 
stimulus to changes !u a(?i?rei3:ate unemployment nils may not be advl5)abl0. 
Since unemployment risea after the level of aios^gate demand has been falling 
for some time — as jud}^ by hoursi ordem« et cetera — the unemployment com- 
pensation payments are inappropriately delayed. 

(41) 
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period of unemployment. Second, and more generally, for all tyi>es 
of unsteady work — seasonal, cyclical and casual — it raises- the net 
wage to the employee relative to the cost to the employer. The first 
of these effects provides an incentive to inappropriutiMy long dura- 
tions of unemployment. The second provides both eniployers and 
employees with the incentive to organize production in a way that 
incii'asc^s tlm level of unemployment by makiiiff the seasonal and 
cyclical variation in unemployment too large and hy making casual 
and tomporary jobs too common. Both of these disincentive effects 
rcijuire further explanation. 

A detailed example can be very helpful. Consider a worker in 
Massachust^tts in 1971 with a wife and two childi-en. He earns $500 
per month or $6,000 i^r yo^ir if he experiences no unemployment. She 
earns $*^50 per month or $K200 per year if she exnerionccs no un- 
employment* If he is unemployed for one month, ne loses $500 in 
gross earnings but less than $100 in net income. IIow does this occur? 
A reduction of $500 in annual earnings reduces his federal income tax 
by $83, his social sex^urity pavroU tax by $26 and his Massachusetts 
income tax by $26.* The total reduction in taxes is $134. Unemploy- 
ment compensation consists of 50 percent of his wage ' plus depend- 
ents' allowances of $6 per week for each child. Total unemployment 
compensation is therefore $302. His net income therefore falls from 
$300 for the month if he is employed (i.e., his $500 gross earnings 
less $134 in taxes) to the $302 paid as unemployment compensation.* 
The combination of taxes and unemployment compensation imposes 
an effective marpnal tax rate of 87 percent The same very high mar- 
ginal rate continues for several more months. If he returns to work 
after 1 month his annual net income is only $128 higher than if he 
returns after 3 months. , t_ n, 

Moreover, part of the higher increase in income would be offset by 
the cost of transportation to work and other expenses associated with 
employment 

If the man does not become unemployed but his wife loses her job. 
the implied marginal rate may be even higher. If she is unemployed 
for 3 months, her gr<^ earning fall by $1,060 but the family's net 
income may fall by only $72. The fall in earning reduces taxes by 
$297 while the unemployment compensation provides $525 in regular 
benefits and an additional $156 in dependents^ benefits.* The effective 
marginal tax rate is over 93 percent If the family has three children 
instead of two, the family's not income is actually higher if the woman 
is unemployed for 3 montlis than if she works for that neriod.^ 

These astounding figures are not very sensitive to the specific de- 
tails of the example. Extremely high effective marginal rales would 
also he implied it the man were not married, or if he were married 
but his wite did not work, or if his income were 30 percent higher or 



' AU of these numbers are based on 1971 tax rates* The income tax a«rame« 
that the standard deduction Is used* , ^ ^ 

• The compensation formula actually api»lles to Wa average eamlnicft dnnn« 
the previous 52 we^ The figures In the text ignore the waiting period of up 
to five working daya. 

^ TTnemployment Insurance benefits are not taxable Income. 

• In Masraf*htwtta the wife may collect dependents* benefits when her hus- 
band ift atm employed if she has previously Uated the children as Income tax 
detiendeiits. 
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lower* In particular, a sinfrle man with eanunjrs of $500 per month 
faces a 78 percent marginal rate. If he is marricil with two children 
and his wire does not work, his marfrinul rate is 81 percent. With a 
monthly eanung:^ of $050, the murried man with two children has an 
effective marmnal rate whtm he liecomes unemployed of 83 percent ; 
if his montliiy income is $350, the marffinal rate is 87 percent In 
every case, a niiddle or h>wer income individual loses almo,«t no net 
income if he is unemployed for a short time. Onlv as incomes rise 
substantially does the net income loss l)ecome sijjniftcant For a mar- 
ried ixmn with two children and monthly earninsri=5 of $900, the effec- 
tive marginal rate when he becomes unemployed is 03 percent; with 
monthly earnings of $1,500 the marginal rate falls to 49 percent^ 

In some industries the cost of imemployment is reduced further or 
even made negative by the supplcmentarv unemployment hctu»(its 
paid by employers under collective barjorainin^r agreements* The effect 
of thase is particularly important because it continues to applv on 
an earnings related basis even above the level at which the State 
unemplovment compensation plans reach their maximum,* 

How do people respond to these very high rates of marginal net 
unemployment compensation? The response does of course vary 
among individuals and differs according to specific circumstance. But 
the overall effect is almost certain! v to increase the duration of the 
tyjncal spell of unemployment and to increase the frequency with 
which inuividuals lose jobs and become unemployed. 

Consider first the duration of unemployment As we have seen, a 
man who normally earns $500 per month will lose only about $75 of 
additional net income if he remains out of work for 2 months instead 
of 1 months Each additional week of unemployment costs him less than 
$20, substantially less if there are costs of traveling to work, union 
dues, and other expenses connected with employment. The unemployed 
person who does not expect to be recalled by his {previous employer 
can expect to find a better jjob by searching and waiting for a longer 
time* Because tlie cost of additional waiting time and searching time 
is so very low, the unemployed worker is encouraged to wait until there 
is almo^ no chance of a wfcter job. For example, since finding a job 
that pays as little as 5 percent more means an increase in net income 
of approximately $200 per year, even an additional 10 weeks of un- 
employment would pay for itself within a year. It is clear that an 
individual who is actively searching for a better job in this way is 
neither loafing nor cheating* He is engaged in trymg to increase his 
long-run income. His search is economically rational from his per- 
sonal point of view but inefficiently long for the economy as a whole. 



*The efPective marstnal rate tor tbe unemployed faUs as Income rises even 
though mar^nal income tax rates rise because (1) the marslnal rate of the 
social security tax ift «ero: (2) the unemployment benefits have a weekly maxi* 
mum: and (3) dependents' beneflt9 do not increase with income. 

^ A common form of tbete supplementary unemployment benefit plant i9 to 
provide a basic amount (including State unemployment benefitA) of 60 percent of 
average pay plus a smaH dependents* aUowance. For an individual who would 
otherwifH» pay 25 percent in Federal and State Income tar and 5 percent in social 
security tax« these benefits reduce the cost of unemploymeit almest to sero. The 
effect is only slightly limited by the fact that the supplementary benefits* but not 
the State payments* are subject to income tsx. There is a limit to the amount of 
supfriementary benefits but the effect Is atlU to bring the very high marginal 
rates to higher income workers. 
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The unemployod itidividual loses valuable productive time in order 
to achieve a slijrht ^in in future income because taxpayers provide 
a §L(K)0 subsidy during his 10 weeks of incre^ised searcn. 

Xot all of the increased duration of unemployment is a search for 
a better job. When the return to work adds less than $20 to the week^s 
net income, there is certain to be a strong tempt-ation to use some time 
for iloing repaii^ and other tasks at home or simply having a short 
period of additional vacation. Some who are waiting to be recalled 
to a previous job may also engage in casual work for unreported in- 
come* All of these temi)tations are likely to be even stronger when 
there is another person in the family >^ho is employed. Glaring evi- 
dence of this typ43 of voluntary unemplovment are the *^inverse senior* 
ity provisions that ai*e now patt of tlie emj)loyer-employee agree- 
ments in several industries; these provisions <pve workers with more 
seniority the privilege of being laid off earner than other workers 
and rehired laten 

There are of course rules in our unemplo>Tnent compensation system 
that are designed to limit the extent to wHich indiviouals voluntarily 
extend their ^luration of unemployment A worker who is deemed to 
be unavailable for work or who refuses suitable employment may be 
disqualified from receiving benefits. Although this may prevent 
flaf ^nt abuses and deter some from any voluntary unemployment, 
it is common observation that many who could find employment in 
their own line of work are able to continue receiving unemployment 
benefita The employment service is limited in its ability to find suit- 
able jobs for unemployed workers because it is only notified of a frac- 
tion of all openings.^ Moreover, it is not at all difficult for a worker 
who is interviewed by a prospective employer to avoid being offered 
a job if he prefers to remain unemployed 

Longer aurations of unemployment is only the first of the bad incen- 
tive e^ts identified above. The more general effect of unemplo^ent 
compensation is to increase the seasonal and cyclical fluctuations in the 
demand for labor and the relative number of short-lived casual jobs. 
It doe:'^ this by raising the emplovee's net wa^ for such unstable jobs 
relative to the cost to employers* ^is distortion in the cost of unstable 
employment influences the patterns of production and consumption 
in the economy* Because the price of unstable labor has been artifi- 
cally subsidize<l. emplovers organize production in a way that makes 
too *much use of unstable employmoMt Similarly, the economy as a 
whole consumes relatively too much of tlxe goo<!s that are produced 
in this way. 

A worker who accepts a seasonal job knows that he will be laid 
off (or will have a much greater risk of being laid off) when the sea- 
son ends. Similarly, a worker in a casual or temporary job or in a 
highly cyclical industry knows that he is much more likely to be laid 
off tKan a worker with a regular job in an industry that is not cycli- 
cally sensitive. If there were no unemployment compensation, work- 
ers could be induced to accept such unstable jobs only if the wage rate 
were sulBciently Ugher in tnose jobs than in the more stable positions 
in which they could find alternative work. The pay differentials among 



• For example, In Maftsachusetta la lie year ending June 80, 1970, there were 
more than 485,000 initial cialms for unemployment compensation. There were 
however a total of only 262,000 xefertala and only 182,000 placements. 
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jobs would reflect the chances of bein|^ laicl off and the expected dura* 
don of unemployment after being laid olf. The higher cost of labor 
in unstable jobs would induce employers to reduce the instability of 
employment by greater smoothing of production through increased 
variation in inventories and delivery lags, by additional development 
of off-season work, bv incurring costs to improve srlu^^luling, by less 
cyclical sensitivity ot employment to changes in pixjductioh* by the 
introduction of new technioues of production (for example, new 
methods of out<loor work in bad weaUier to reduce seasonal layoffs) > 
et cetenu The higher wages in unstable emplovment would also 
increase the prices of the output produced by such firms and indus** 
tries. The higher prices of these ffoods and services would reduce the 
demand for them* This would reduce further the amount of unstable 
employment in the economy. 

In the absence of unemployment compensation, the amount of un- 
stable employment would reject the employees' balancing of higher 
wages ana employment stability, the employers^ attempts to produce 
at minimum cost, and the consumers' choice among gooos and services 
at prices that reflect their cost of production. The effect of unemploy- 
ment compensation is to offset the market forces that would otherwise 
prevent an excessive amount of unstable employment. Because un- 
employment compensation provides a subsidy to workers in unstable 
employment it reduces the wage differential requir^ to attract work^ 
?rs to seasonal^ cvclical and tem|>orary jobs. Because employers pay 
a relatively small premium for their unstable employment^ there is 
little incentive to reduce this instability. Finally, the prices of these 
goods and services do not reflect the higher social oost of production 
with unstable employment. The taxpayers subsidize the consumption 
of those goods whose production creates the most unstsAle employ- 
ment.* 

To what extent are these harmful incentives offset by the current 
method of financing unemployment compensation through an ixperi- 
ence rated employer tax! Employers contribute to the State unem- 
ployment compensation fund on the basis of the unemployment 
expi&rience of tneir own previous employees. Within limits^ the more 
benefits that those former employees araw« the higher is their own tax 
rate. The theory of experience rating is clear. If an employer paid the 
full cost of the unemplovment benefits that his former employees 
received, unemployment compensation would provide no incentive 
to an excess use of unstable employment. Although money wages 
would not be substantially higher for such jobs, the total cost to ^e 
employer would be. 

In practice, however* experience rating is a very imperfect check 
on the disincentive effects of unemployment compensation. Tliere are 
three reasons for this. First, the extent of experience rating is limited 
by a maximum rate of employer contribution. In most^tates^ the 
employer's contribution is based on a **reserve ratio'* formula. The 
reserve ratio is defined by (CON-BEN) /PAYROLL where CON is 



' In describing the barmfol effects of Qnemployment compenMtloii, I do not 
wish to Imply that tbase ot>tw^^ the benefltt of the ptognssL UnemiAoyment 
coinpeniiatlon provides raloaMe support and security to miUlons of workera 
The problem, howsTor, Is to redesign the i^stem to pr o s or ve tiie mdvantsces 
while redneine the hsniiftil lacentlTes. I will rstum to this htiew. 
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the omployer^s total contributions to the unemployment compensation 
fimd smce the system began, BEN, is the total benefits collected by 
the unemployed previous workers that were charged against his ac- 
count and PAYROLL is the firm's average payroll (generally during 
the past 3 yeai^s)* The higher the employer's rc^r\e ratio, the 
lower his rate of tax. Most States, hor^wer, limit the tax to a maximum 
of 2*7 percent of the first $3,000 of each employcie's annual income. The 
maximum rate applies when the reserve ratio* is below some low level, 
generally 5 percent or less. In t!ie long run, any firm in which average 
annual benefits generally exceed average annual contributions will pay 
the maximum rate of the tax. A firm m a seasonal industry that lays 
oir 20 percent of its average labor force for 2 months each year will 
pay the maximum rate if the average wage of those laid off is equal 
to or greater than $500 per month.*^ More generally, using the 3-month 
mean unemployment duration and assummg that those who become 
unemployed had earned an average of $600 per month, any firm in 
which an average of U percent of the average labor force become un- 
employed each vear will pay the maximum. A study of experience in 
Massachusetts round that in 1959 the maximum tax rate was paid bv 
31 percent of construction employers, 40 percent of apparel manu- 
facturers, and 26 percent of leather manufacturers." For any firm that 
already pays the maximum rate, there is no cost for additional un- 
employment and no gain from a small reduction in unemployment. 

The second reason that the current method of experience rating has 
only a limited deterrent effect is that the relation between current 
layoffs and contributions is often ^uite weak. This is partly due to 
the use of the firm's entire experience since the beginning of the 
unemployment compensation system. Because the contribution rate 
reaches a minimum when the reserve ratio is above some level,^^ a 
firm that has paid contributions in excels of benefits for a long time 
will have a very high reserve ratio and a contribution rate that will 
not respond to a change in the layoff i^ate for a long time. The weak 
link between layoffs and the contribut:'>T. rate is also due to tlie way 
in which the system pools all workers in the firm. A firm in which most 
employees are not subject to seasonal or cyclical variations can have 
high layoff rates for certain jobs and in certain product lines without 
increasing its contribution rate. For a large firm this is reinforced 
when there are relatively few reserve ratio levels at which the con- 
tribution rate changes; there is a substantial "notch" at these levels 
but no extra cost between them. 

Even if there were neither a maximum rate nor a minimum rate 
and the contribution rate responded quickly and continuously to 
changes in the unemployment rate^ there would still he a strong in- 
centive for an excessive rate of layoffs. This occurs primarily becausi* 
a worker who is temporarily unemployed avoids income tax and 
payroll tax at his maximum marginal rate on the lost earnings while 



^ This understate* the effect of tbe maximtim rate iliiee tbe maxlmnm differen- 
tial between the maximum rate ami minimum rate la generally leas than 2.7 
percent* 

See Warden (1967) for a mora iseneral analyals of unemploirmeiit compenaa* 
tlon and tbe exp^Hence In Maaaaeliuaetta« 

^In Masaachuaetta* a minimum of 0.5 percent la reached wbra tb^ rei^erve 
ntio mwkIr 10 percent In other Statea. the mluima vary between «ero and 
1J» percent 
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payinjf no tax on the uiiomployment compon?ation. Since the mar- 
flinxil rate for even relatively low-income families can be over 30 per* 
cent when Federal, State and payroll taoses are combined, the tax 
eiToot i» (luite substantial. In the example discussed above, a married 
man with a workinjor wife and two children whose wage rate is $500 
pvT month would iwcive only an extra $C4 of net income by reducing 
hi> unemployment from 2 months to I month; if his unemployment 
U^m^lits wei-e taxeil in the .^ame way as other earnings, he would re- 
ceive more than twice as much, $154. The $90 differential represents 
a current subsidy out of fjeaeral tax revenues in addition to the 
uii.»ruployment compensation. 

In summary, it is clear that our current unemployment compen- 
fuiou system provides incentives to employers and employees to l)e- 
li;ive in way^; tmt increase the rate of unemployment in our economy* 
Althnngh there have hi^en no careful studies to assess the majfnituie 
of these incentive effects, there is a variety of statistical evidence to 
fuppoit the r»ommon observation that those effects are economicallv 
important. Hall (15)70) has shown that the number of weeks of un- 
employment |)er yeur (Valines sharply as the wage rata increases. 
Chanin (1071) has shown that mean durations are longer in States 
witli more aniple unemployment benefits. The very existence of the 
••inverse seniority-* provisions shows that some workers value the 
opponunity to l)eoome unemployed. 

Tl>e recent liritish experienee is particularly interestinff. Until 1966^ 
nnemp!oyment insurance in Britain ptiid a* relatively Tow flat rate 
b'^nofit that was nf )t related to the unemployed person's previous earn- 
injys. There w*as al«o an additional flat rate defiendents^ allowance. The 
••onrninfT? related supplement," first payable in 54eptember 1900, pro- 
vided for an additional payment equafto one-third of the claimant's 
previous average weekly earnings between £9 and i%X The maximum 
supplement was therefore £7. The total benefit is subject to a maximum 
of S5 percent of tlie average weekly earnings. The effect of the e.am- 
ings related supplement was, in eifect. to convert the British system 
from one with very low relative unemployment benefits for all but the 
Inwest wage group to a l>enefit stinictui'c more similar to that in the 
Tniied States. 

In October IflOO, 1 month after the change in unemployment insur- 
ance, liritish unemployment began rising dnmiatically. The numlier 
of registere<i unemployed rose from 340^000 in September to 4S6,000 
in Octol)er and 513,000 in November* The registered unemployment 



•Tnnuary. It is, of course, difficult to know how much of this increase 
should be attributed^ to the change in unemployment compensation. 
Otlier nmcroeconomic and tax policies occurred at approximately 
the same time. It is noteworthy, however, that unemployment rates 
al>ove ;i percent had l>een seen only once before in the postwar period 
ulurinir an unusually bad winter) and that such a rapid rise in the 
rnte or unemployment had not been 55een before* Moreover, the male 
uneniploymont rate has remained over 3 percent ever since then. The 
previous relation between the unemployment rate and the vacancy 
rate ceased to hold after 1960. An examination of the occupational 
composition of unemployment shows that the proportional rise in 
unemployment among skilled manual workers was greatest and among 
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the lowor paiil unskilU**! workiMS (who would bejiolit ler^s froin the 
earnings rdaUui supplonuMit) was len^^L Tho increase among profos- 
sionaK twhnical arul adniinistrativo (K'<nipations was also greater than 
wonhl bi» expiH^t<Mi on the basis of iwent past reoi'ssions^ A survev of 
uniMuployod workei^ <lesiixno(l to evaluate the elTeet of the earnings 
related supplement found a signilieant elTeet : an increarn* of £1 j»er 
wec»k in the level of unemployment l)enet!t t<?nded to increase tho 
length of unemployment by ahnost half a week»^* Although there are 
problems in intcrpVeting each jnei^e of ilata on the liriti^h experietjcc. 
the evidence as a whole clearly indicates that the new method of earn- 
inirs related mieniployment ounipen.-'ation has raised the level of 
Ufieniployment^ 

There Is little rofm for doubt about the qmilitative conclusion that 
our current system of unem]>loynient compensation increases the rate 
and dtirution of unemploynu'nt! Although tlie niagnitmle of this effort 
is unknown, it should be emphasized that rather sniall <'hanges iti the 
duration of unemployment, tho cyclical and seas<^na: fluctuation in 
labor ilemand an<l tlie frequencv of temponiry jobs can have a very 
imjmrtunt hnpact on the overall rate of uneniploymenn A nMluctioh 
of *2 weeks in the current average durali<>n of :\ nmnths would, ojl^ r 
things equal, lower the ovendl rate of unemploymem by o,T5 pon <»Tit. 
If one-third of ti e S4>asonal unemployment were avoi(ied. the overall 
unemployment rai<» would fall bv an addition O.-jo p<'rcent^ If tlie 
cyc^lical variation in labor d(»mand were also rednred by *20 perr^cMU ^* 
tliis wouUl reduce un?mployment. by another 0/25 percent. A decroase 
in the number of casual temporary' jobs would have a further impai't. 
Although each of these changes is sui^ilh the total eir<»<^t is a fall in the 
unemployment rate of more than l.iih percent.'^ These numlx^rs should 
not be interpreted as speeific estimates of the extent to which otir 
current system of unemployment compensation raises the nnemjdoy- 
ment rate. They should be viewed as illustrations of the powerful 
cunudative effel-t of small changes in the several sources of a'lult 
unemployment. It is quite |>ossible, however, that the disinceutive 
effects of our current system are responsible for at least this nmch 
increased imemployment. 

The challenge at this time is to restmctun* the imemployment com- 
pensation system in a way that strengthens its goo<l features while 
reducing tlie harmful disincentive effects. The virtue of otir system 
is that it permits the family of a lower- or middle-incomc worker who 
is temporarily unemployecl to maintain approximately its previous 
level of spending. Althoiigh the fall in net income is relatively greater 
among higherdncome workers, almost all insured families are pro- 
tected airainst a substantial change in net income. The disadvantage 
of our current frrstem is that it raises the rate of nnemploymcmt and 
imposes an excessive welfare losfs. This welfare loss occurs because 
the unemployment compensation system encourages each individual 
employee to act in a wav that is in conflict with the interests of all 
employees as a group. >fore specifically, although most of the co.^t of 

»Spik MacKay and Reld (1972). Their methods seem likely to underestimate 
thf» i*ffect. 

"Recall that the postwar eycllcnl variation In British unemployraent is sub* 
stantlnUy less than half the American experience. 

*• Addini; the effi^ots tends Ui orerwtate «cli|;htly the total effect since there is 
an Interaction between the duration effect and the others. 
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the unemployinent benefits and the reduced Federal and State tax 
collections falls ultimately on employees as a whole,^^ each individual 
employee is induced to behave in ways that increase this cost It is 
rational for the unemplo5;ed individual to delay returning? to work 
and for the jobseeker to give less than the correct weight to the risk 
of future unemployment. For the jjroiip as a whole, however, such 
behavior incurs costs that far outweigh the benelits. This is the es- 
sence of the welfare loss. 

What could be done to reduce the harmful disincentives without 
losing the. valuable features of unemplojwnt compensation? Some 
gains could be achieved by retnoving the ceiling on the employer's rate 
of contribution and by lowering the minimum rate to zero. Employers 
would then pay the i\x\l price of the unemployment insurance bene- 
fits. The change in the rates of contribution would encourage employ- 
ers to stabilize production and employment. It would also tend to 
increase prices for goods produced in firms with unstable employ- 
ment. This would have the effect of shifting production to firms and 
industries with more stable employment. 

Further improvement could oe achieved if imemployment insurance 
benefits were taxed in the same way as other earnings. Tliis would 
eliminate the anomalous situations in which a family^ net income is 
actually reduced when an unemployed member returns to work* More 
generally it would significantly reduce the very high implicit mar- 
ginal tax rates that an unemployed prson faces when he considers 
returning to work. It would also vnd tne distorting situation in which, 
for the same total cost to the employer, a worker with some unemploy- 
ment during the year receives more net income than a fully employed 
worker. Since the lowest income families pav no income tax, the taxa- 
tion of unemployment benefits would not oe a burden to the poor. 
Even at higher mcomes, the total efltect on family income of taxing 
benefits would be small even though the marginal effect is sizable. In 
any case, the current system is inequitable in imposing a higher tax 
on an employed penson than a person with the same net income and 
family circumstances who does not work the entire year. 

A much more important reform could be achieved by shifting the 
basis of experience rating from the firm to the individual. This would 
have the advantage of making the individual consider properly the 
costs of a longer duration of unemployment and of a job with a greater 
risk of unemployment. One possible way of shifting ♦^he basis of 
experience rating would be to calculate a reserve ratio for each indi- 
vidual. The individual reserve ratio would be defined in the same way 
that it now is for employers: the difference between the cumulative 
contributions made and the cumulative benefits received by that indi- 
vidual, divided by the individual's recent covered earnings." Each 
individual would have a prescribed contribution level based on his 
current reserve ratio. With individual experience rating it would be 
necessary to have a maximum rat'* of contribution. 



"•The fact that the tax Ifii nominally paid by employers la irrelevant. The 
variable rate makes the incidence Issue more complex but the statement in the 
text is essentially corrpet 

"The additional admlnliitratlve coatts would be small in comparison to the 
advantages. Only 2 additional nnmberH, cumulative contributions made and 
cumulative benefits received, would have to be added to the individual's social 
security record. 
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There are a vttrioty of possihlo. wavs to finance these contrihutions. 
One possibility would be to require that eniployei-s pay the maximum 
rate of contribution for each employee with the provision that the 
employee receives, as^ a wa^^e suppleiiient, the ditference bi»tween the 
maximum tax and the contribution that is required on the basis of 
his own I'ejHU've ratio. A wa^re. suppU'ineiit basi^d on the imlividual^s 
paj^t experience would have the ell'ect of rewarding workers who have 
had .short4»r durations of unemployment and encourajfing individuals 
to seek more stable emplovment^ 

Tnder this individual experience plan^ an unemployed worker 
would receive benefits just as he does now**'' However, tfie longer he 
remains unemployed, the more his own resc^rve position would falL 
Wlicn iie returns to work, he would rexreive no wage supplement or 
a reduced supplement until his reserve ratio reaches the appropriate 
levcL The imiividual experience plan in etlect provides an opportunity 
for an utiemployed {lei-son to bi>rrow airainst Ids futui'o earnings (at 
a /.ero rate of interest). liecaUftO tiie imiividual will repay these oene* 
fits, it should bi» possible to raise the benefit rate in each*ineome class 
and to increase the maximum benefit* Other special features, such 
as allowing workei-s to withdraw a lump sum amoant to pay for 
moving expenses or to cover the costs of tuition, in a private training 
program or educational institution, should also be possible. Ir short, 
ny introducing individual experience rating into our current system, 
unemployment compensation can provide greater security without 
thi> current harmful disincentives. 

Tlicro are, of course*, a numlx?r of problems that would have to be 
solved in the design of a practical individual experience plan. Bene- 
i\ts would have to continue even after an individuars reserve is ex- 
hausted^ Moreover he must not be permitted to have such a large nega- 
tive rt*serve ratio that there is no incentive for him to try to raise his 
reserve position^^^ Some provision must also be made to reward re- 
tiring woi*kers who have accumulated positive reserves. But these and 
other problems could be solved by balancing the objectives of income 
se« urity and improved incentives.* The n»sult of <loing so can be a more 
eflicient economy and a much lower rate of unemployment. 



" Thp individual experience plan does not eliminate tlie desirabnity of taxlns 
unomr^oyment benefltft. 

Tn particular, it might be desirable to maintain employer experience rating 
to avoid ahuHes in seasonal induatxlea 
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VL SOME CONCLUSIONS AND RECOM»IENDATIONS 

The analysis of this report has l>Oi»n both pessimistic and optimistic* 
On tho nejrutivo. side, it was concluded tiiat tlio average lon<f-run 
employment rnXi^ pi-ohably cannot bo lowonul below 4 percent by ex- 
pansionary fiscal and nionet-aiy poliey alone while maintulninir an 
acceptable inllation rate, A study of alternative policy simulations 
with an econometric model and a mow detailed examination of the 
struiUure of unemployment showed that the overall nite of uncniidoy- 
meni would remain lujrh even in extremely tij^ht lalH)r markets that 
pushcil tlie unemployment rate for mature men below historic lows, 
Althou^'h there is currently a eyolioal excess of unemployment, the 
lonjr-run j)robleni is not a lack of adequate <loTnand. 

Tlie pros{>ect for improving the overall unemployment rate, tlirousrh 
smviHc enjplovnn»nt policies is more optiinij?tie. ^Substantial ])ro^!vss 
should \k' possible in denlin*]^ with the particular problems of younjy 
workers. A siicnifieaut ])art of this unemployment is amon^ new en- 
trants to the iubt»r force and otiiers who aiv seeking their tirst full- 
time job. A siwitil Youth Kmploynient Service^ firmly linke<l to the 
schools and prinjarily concerned with the transition from school to 
pennanePt enIpl(^ynK*nt, cx)nld have a major impact on unemployment 
mthis^riuup. 

The i)n>bleni of unstable employment amoniryoun^y workers is both 
more serious and more difRcMdt to solve. Much of the unemployment 
am<»njr expi'rit in^ed younjj workers o<*<Mirs not because ]<)Ik are un- 
available })Ut becaust* thev arc unattractive. For many younsj workei*s, 
the avaiUd)le entry levid ]ob^ are also de.*)<len<l jobs. They otfer neither 
valuable trainhi;ijr nor opportunities for significant* advancement 
within the lirm. tJince employers have made no investment in the?e 
workciv* they do not luv^^itite^o lay tlumi olF whenever demand falls. 
Since comparable jobs are e:u<y to find* these yount; workers do not. 
hesitate to quit. The jtrn>\Yi]j of our economy ilurinsr the past few 
decades now permits relatively hijrh wa^jres even for those with entry 
level jobs. Amon]2: the vounir and sinirlc, tliese hifjh wajyes encournfre 
an increjianl denr^nd for leisun*. If the content of the job and the 
strucMun.* of tlic firms employment policy do not outweigh this, job 
attu<*hnient will be we-ik and quit rates liifrli. 

Tlie key to this ])roblem is better on-the-job trainiujof and experience 
for younj? workers. UnfortunaUdy, the current minimum wa«e law 
pn^vents many younpr people froni accepting jobs with low pay but 
valuable exnoVience. Those who come to the labor market with sub- 
st^mtial skills and edueati<m need not l>e affected by the mii^imum 
w-ajcre. They are productive enoupfh to {jermit employers to pay at least 
the minimum wa^ro while also providinjr further training and opportu- 
nities ff)r advancement. But for the disadvant^ij^ed younff worker, with 
few skills and below avera^ education, producing enough to earn he 
minimum wage is incompatible with the opportunity for adequate 
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on-the-job leaniinj?. For this group, tlic minimum wage implies high 
short-run unemployment and the chronic poverty ox a liie of low 
wage jobs. Reducing the minimum wage for youn^^ workers might 
be useful but it would not be sufficient. A more cflfective policy would 
emphasize Youth Employment Scholarships that temporarily supi)le- 
mpiit earnings and allow young workers to "buy" better on-tlie-|ob 
training. An Employee Investment Tax Credit could provide specific 
incentive to employers to reduce turnover and to develop opportunities 
for 1 n ternal ad vn ncement for these young workers. 

Better management of aggregate demand has a more important role 
to play in lowering adult unemployment than in improving the teen- 
age employment situation. Nevertheless, even here macroeconomic 
policy can only achieve a small part, of the total possible reduction 
m unemployment. The current study analyzed the implications of 
four different sources of adult unemployment: (1) the nigh cyclical 
and seasonal volatility of the demana for labor; (2) the weak labor 
force attachment of some groups of workers; (3) the particular prob- 
lem of findin^r permanent employment for persons with very low 
skills and specific occupational handicaps; and (4) the imnecessarily 
long nverag^ duration of unemployment among job losers. 

TThe American unemployment rate is not only higher than the rates 
observed in foreign countries but also much more cyclically volatile. 
A comparison with British postwar experience shows that most of the 
greater U.S. volatility reflects a more sensitive response of unemploy- 
ment to changes in aggre^te demand. The seasonal variation in em* 
plovn ent is also substantially greater in the United States than in 
Britain. This contrast in the cyclical and seasonal variation in labor 
demand may reflect a number of institutional differences between the 
two countries. Within the American context, however, the current 
system of unemployment compensation is likely to increase substanti- 
ally the extent of cyclical and seasonal unemployment. 

Xot all of the adult unemplovment that can be described as the 
result of weak labor force attacliment is undesirable. The ability of 
married women and of older students to enter and leave the labor 
force is a positive feature of our economy. The serioua problems are 
assoriated with low-skill workers. Here* nonparticipation rates are 
much higher than unemplovment rates. The fact that these nonpartici- 
pation rates have continued to increase during periods of rising wages 
and tightening labor markets indicates that expansionary macro- 
economic policy is not likely to reduce the current high rates of 
voluntary unemployment. The solution lies instead in manpower pol- 
icies that can improve substantially the quality of available jobs plus 
chances in our system of incentives to enccurage workcos to aox^ept 
full-time employment in the jobs that are available. 

There are more severe problems for some workers with major 
physirol. ppvcholofrical or montal handir»af)s. Because of their very 
productivity, these workers cannot obtain permanent work at the 
niinimimi wage that is currentlv establislied by law and custom. Sec- 
tion TV examines the proposals for permanent public employment 
and for wacre subsidies to private employers. If earnings in the sub- 
sidized employment are limited to the prevailing minimum wage and 
1^ tlie wacre subsidy is attached to the individual rather than to the 
spe<"fic job. the system of wage subsidies could be a more effective and 
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efRcient method of dealing with the problem of the very low-skilled 
worker. A fWicd possible option, intejrnitinff the minimum wag© law 
with income maintenance policy, is also described^ By including l>oth 
the market wage and an appropriate f niction of the annual public 
income maintenance payment in the definition of the minimum wage, 
the administrative problems of din-ct wage subsidies to eninloyers 
could be avoided while still permitting those with very low skills to 
find permanent employment Such an integration of the muiimum 
w;ige and ini-ome maintenance would reinforce the desirable features 
of a negative income tax. 

Tin- final source of our high ad^lt nnomploymont rate is the un- 
nri-o<>;!rily lonsr av.»rnp» duration of nn<'niplnvmrnt. An individuals 



vulvo soarchinir for a hotter job, waiting to bi^ recalled a previous 
po<itif»n without taking .ilternativo temporary employment or merely 
u>inir the time for activities in the home, 

T'h fortunately, the current system of unemployment compensation 
(•n. Mil rages exfv^sivo delays in' returning to work. For many lower- 
iwA niiddle-incfMUP fanulii^?^. the combined effect of nnomployment 
co:i!nen.<ation and income taxes is to nnlucc jirontly. and often almost 
diininate, the cost of remaining unemployed for an additional 1 or 2 
months. For a majority of the insured* unemt^loyed. the effective 
maririnal tax rate on the wages earned by returning to work is prob- 
ablv ovor SO jMM cent. As the examples in Section V show, it is not dif- 
fi.-alt to liave a marginal rate over 100 percent: that is, to receive* a 
higlM^r nvt income by remaining uncnu)loyed than by returning to 
work, especially in a family with two earners. 

Our ourrenf unemployment eompensation system nl?o provides both 
♦•mployers and employees with the incentive to orirunize production 
in a way that increases the lev(»l of unemployment by making the 
seasonal" and cyclical variation in unemplo^vnient t^ large and by 
makir^ff temporary jobs too common. These important adverse incen- 
tives arise because^ for all types of unstable work, the unemplovment 
compensation system raises tlie net wage to the employee relative to 
tii*^ net cost to the employer. 

Although the exact magnitude of the disincentive effects is unkno«vn, 
it is clear tliat rather small changes in the duration of unem^nloyment 
the cyelical and .-easonnl fluctuation in labor demand, and the fre- 
qnency of temporary jnl>s can have a very important cumulative effect 
on t(>t\\] unemployment. For example, a 2*week decrease in the current 
average duration of unemployment ofH months would lower ti.o over- 
all unemployment rate by 0.fr> ])erccnt. E(]ually conservative illustra- 
tiv«. fstimatCsS of the potential reductions in cyclical and seasonal un- 
employment suggest that the current unemployment compensation dis- 
incentives may increase the overall permanent unemployment rate 
by at least 1.25 peirent. 

The current system of unemployment compensation should l>c re- 
foniK d in a way that strenjrthens its good features while reducing the 
liarmfnl disinc*-ntive efl^ectR, KHminatingtlie maximum and minimum 
limits on the rate of employer contribution and taxing unemployment 
eompensntion hpnefit-* in the ^^ame way as other earnings would .sub- 
stantially improve the inoentive effect? of the current system* A much 
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more important reform could be acirioved by shiftinj? the basi:5 of 
experience rating from the firm to the individual. This would have the 
advanta^ro of making the individual consider properly the costs of a 
longer duration of unemployment and of a job with a greater risk of 
unemployment Because the switch to individual experience rating 
would sivniilicantly reduce the tendency to draw excessive benefits, it 
would be possible to strengthen tlie protection provided by uneniploy- 
ment coiapensation through raising the benefit rate and increasing 
the maxinumi level uf benefits. 

All of the analysis of thv current study supiwrts the conclusion that 
our permanent rate of unemployment can Ibe lowered substantiallv. 
Keducing the rate below S percent and kee|>inj? it there permanently 
is a feasible target for er Tiomic policy. It is important to recognize 
lliat maeroeconomic policy alone is unlikely to reduces the permanent 
rate of uneniployuumt much below the 4,5 percent that has prevaiUvl 
ovt-r the postwar period. Xevertheless »t series of specific policies 
iwil.l reduce the unemployment • rate for those seeking x>«rinanent 
fiill-time employment to a level significantly below 3 percent and 
perhaps ehwer to il percent. Snceding the absorption of young work- 
ers into ♦wplf>yment and stabilizing their employment through better 
on-the-job training could lower the overall unemployment by at least 
0.5 ))ei-ceT)t. A restiiicturing of the unemnloyiuent compensation sys- 
tem could reduce tlu^ unemployment resulting from cyclical and sea- 
sonal in?tability and from unnecessarily long durations by an addi- 
tional 1.25 percent or more. Further desirable reductions in unemploy- 
ment could be achieved by wage or income subsidies for handicapped 
WiirUci*s and others with^very low skills. There is, in short, no need 
to allow the high niV of unemployment that has prevailed in the 
postwar period to continue in the future. 
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COMMENT BY R* A* GORDON* 
I 

Professor Foldftrin has written an interestinjr paper that is cer- 
tain to stimulate discussion of a criticallv important problem- That 
problem has to do with the com|iarativeiy hijih level of unemplov- 
ment that has persisted in the United States, particularly among the 
less favored segments of the labor force. 

The antlior summarizes four "basic conclusions" in his introductory 
section- First, he states that "we probably can lower the permanent 
unemployment rate to a level substantially below the average of the 
postwar period." For "those seeking permanent full^imc employ- 
ment" it should be possible to get the unemployment rate down close 
to 2 percent Here are two uses of the word "permanent " and I am 
not sure what he means precisely by either. The phrase "permanent 
rate of unemployment" also appears in the title of the paper. In my 
dictionary 'permanent" means 'remaining unchanged," This certainly 
is not what he means. Presumably he means the average rate of un- 
employr,ient over a considerable number of years-y-say« a decade or 
more/ Obviously, he is not considering how to bring about a satis- 
factorily low but invariant unemployment rate. 

And when he raises the possibility of an unemployment rate of less 
than 3 percent "for those seeking permanent full*time employment," 
who, pitciselv does he include in this category? Has he in mind every- 
one who would like to work full-time, including teenagers and voung 
adults, not excluding high school drop-outs? Is he including also all 
thosB discouraged workers who have dropped out of the labor force? 
And when he speaks of an unemployment rate of 2 or 3 percent, does 
he envisage that all of the employed labor force who want full-time 
jobs have them? In 1972, for example, there were 2.4 million nonfarm 
workers on part-time work for economic reasons, of whom a million 
usually worked full time.* The latter figure was more than a fifth of 
those officiallv counted as unemployed. 

I completely agree with the author's second conclusion : that we are 
not likely to rediice the "permanent unemployment rate" to 2 or 3 
percent "without significant changes in employment policy." These 
changes in employment policy, however, will need to go beyond merely 
the suggestions that he makes in the body of his paper. 

I agree also that we cannot rely merely on expanding aggregate 
demand to achieve the desired reductions in unemployment without 
bringing about an unacceptable rate of inflation. Professor Feldstein 
does not consider, however, what might be done to influence wages 
and prices directly. His analysis is concerned entirely with what he 
calls ^Wployment policy." 

*Profet8or of economics. University of CaUf ornia. 

* Manpo%oer Report of the Preiident, Marcb» 1973. p. 162. 
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One can hardlv ciimrrol with the fourth conrhision stated in the 
introduction, Loworinfr the overall unemployment rate will require 
a ran^e of new policies aimed at reducinpr job turnover amonj? youth, 
reducinjr seasonal and cyclical fluctuations in employment, and ^'in- 
creasinff the speed with which the unemployed return to work." This 
is merely to restate the problem. 

I turn now to the main part of his analysis, 

II 

The first main section of the paper seeks to discover how much we 
can reduce the national unemployment rate merely through expand- 
inrr aggregate demand, T am quite, prepared to accept the authors 
conclusion that the possibilities here are limited, although I am not 
much impressed bv the procedures he employs to reach this conclusion. 

T do not really know what to make of his simulations with the DRI 
model with wages and prices taken to be fixed. The ejiuations in the 
mo<lel have been fitted to data covering a past period in which prices 
and wages were definitely not fixed. To assume constant wages and 
prices with the economy continuing to expand is to refer to a world 
that does not exist. How then can we draw inferences from this non- 
existent world about tlie actual American economy of tlie 1070's?^ 

I should also like to know about some of the otlier assumptions 
that enter into tliese model simulations. A footnote tells us that it is 
assumed that **the negative time trend for the unemployment rate 
for married men does not persist past 1972." ^Vliy? The ratio of the 
rate for married males to the overall rate rose sharply from 1952 to 
1958 and then declined fairly steadily to 1969, after which it rose 
moderately as a result of the 1970 recession. What is a reasonable as* 
sumption to make for the rest of the 1970's? More imj^ortant, what 
demographic assumptions are built into tnese simulations? Is ade- 
quate account taken of the large increase that will occur in the share 
of the labor force composed ox 25-34 years olds (the teenagers of the 
last decade) and of the fact that the teenage share of the labor force 
will even decline moderately; also that the female share of the labor 
force is likely to increase much more slowly in the 1970's than in the 
1960's? How much further will the share oi the labor force composed 
of males age 35-64 decline? ' What effect will these and other dem- 
ographic changes have on relative unemployment rates? And what 
effect, and with what lags, will civil rights legislation and affirmative 
action programs have on the relative tmemployment rates of women 
and mmonty ^rotips? How do all these and possibly other changes 
affect our ability to bring down the overall unemployment rate 
through an expansion of aggregate demand? 

I do not know the answers to these questions. But they need to be 
asked before we play with simulations of the sort that the author 
attempts. 



* For some estimr tea offering tentative answers to tLcse queations* see my re* 
cently pubUsbed paper. "Some Macmeeonomic Aspects of Manpower PoUcy.** 
in Lloyd Ulman« ed.. Manpower Programs in the PoUcu Mist (Baltimore: Johns 
Hopkins Press* 1973), p. 45. 
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III 

Let me turn now to the section entitled "The Structure of Unem- 
ployment.^^ I applauu the author for concerning himself with the 
interrelations among unemployment rates for some of the major age- 
sex-eolor groups. But I can hardly applaud the simple, mechanical 
regression analjrsis that he employs to examine these interrelations. 
Simple regressions of sectoral unemployment rates on the rate for 
prime-age males badlv confuses short-term and long-term relations 
and leaves at least this reader (juite uncertain as to how to interpret 
his rrgroHsiou and correlation coeflicient.s. To cite only one example, 
his equation 2.1 inflates the mule tetMiage v:\te that for prime-age 
males, the regression being fitted for the period 1954-1972, He in- 
terpit»ts both the constant and the regression coefficient on the male 
prime-age rate in the resulting equation as summarizing the way these 
two unemployment rates are related today and (presumably) how 
the^y will be related in the several years ahead* He completely ignores 
the change that has been occurring in the relationship between these 
two rates over the last 20 years, nor does he consider how and in what 
way this relationship may chanjre in the future. The same criticism 
can be made of his other regressions. His equations for teenagers and 
adult females are strongly influenced by demoj^raphic trends and 
trends in labor force participation, and they can hardly be taken at 
face value hi revealing merely cyclical relationships.' To cite one more 
example, we are told that one of the regressions "suggests that the fe- 
male teenage unemployment rate is almost completely unaffected by 
ag^egate demand/' I recommend that the author look at the data. 
Using merely annual data for the business rcce$?sions since 19f»3, 1 find 
that the female teenage unemployment rate rose from 7.2 to 11.4 dur- 
ing 1053-1954, from lO.C to 14.3 during 1957-1058, from 13.0 to 16.3 
in 1960-1061, and from 13.3 to 16.6 in 1969-1070. Is this cyclical in- 
sensitivity? ♦ 

I can only agree with him when he comments that the "simDle struc- 
ture of these equations may produce misleading results.^ 

Professor Feldstein's conclusion from the analysis in this section 
is that the **current structure of unemployment in the American econ- 
on\y is not compatible with the traditional view of a hard core of 
unemployed who are unable to find jobs.'' On the contrary, the dura* 
tion of unemployment is typically brief. The trouble is primarily high 

* Somewhat belatedly, after presenting aU his simple regressloiM, Pcofeagar 
Feldsteio does recognize the effects of the postwar haby boom and introduces 
another variable to reflect changes in the teenage share of the popalation. Be 
does this only for male teenagers. The result is sharply to increase the cyclical 
sensitivity of teenage unemployment and to convert a large positive constant 
into a signiflcant negative one. He does not ai^ain what interpretation is to be 
placed on snch a negative constant 

^ A scatter diagram in which the female teanage unemployment rate is plotted 
against the 25-and-over male rate for the postwar period reveals two quite distinct 
approximately linear relationships, with the shift occurring at the beginning 
of the sixties. For the period 1003-1072, the relationship is quite dose, but at 
a much hlj^her level than for the 10S0*s« A straight Une also fita the points fairly 
weU for the period 1W8 to the end of the lOWs. A similar shift in the rela- 
tionship Is also evident for male teenagers and for white and nonwhlte teen- 
agers. For both subperiods, the relationship Is poorest for nonwhlte teen- 
agerst although the shift from the fifties to the sixties is stiU quite evident 
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quit rates and frequent job chanRes. (To which mipht be added the 
considerable unemployment generated by the movement of tecnajrers 
and women into the labor force.) With all of this one can only agree* 
The ^traditional view" he criticizes is not held by present informed 
observers. And his simple regressions add very little to our under- 
standing of how unemployment is related to aggregate demand or why 
particular unemployment rates are as high as they are. 

IV 

This paper contains some useful suggestions for reducing the very 
high unemplovment rates among young workers, particularly teen- 
agers, although mo can quarrel with particular points in the analysis. 
Essentially, the author recommends that we try some combination 
of the following proposals. 

(1) A new state-operated but federally financed Youth Employ- 
ment Service to provide counseling and placement services to youth, 
chiefly those who are about to cnraduate from or drop out oi high 
school. This proposal is patterned after a simUar British program that 
has apparently neon quite successful. This k an excellent idea, but 1 
should carry it still further. The counsoling sijould begin long before 
graduation from high school: vocational programs, including those 
that provide actual job experience while in school, need to be im- 
proved and expanded ; an<l local employers need to be brought into 
the schools in a varietv of ways. The proposed Youth Employment 
Service ronld berjefit afl toonnjcers moving out into the full-time labor 
force, including those who will fairly quickly find "primary jobs/* 

Professor Feldsteiu's remaining — and more controversial — piw 
posals are aimed particularly at youth suffering from a variety of 
handicaps who, under the present an^angenients. are likely to reiiiain 
more or less permanently in the secondary lal>or market, moving from 
one low paying job to another (and in and out of the labor force) , and 
never receivinjr the training and experience that will qualify them 
for primary jobs. His three chief proposals are : 

(2) A lower minimum wage for young and inexperienced workers. 
(8) Youth Employment Scholarships, perhaps for the first jear of 

full -time labor-force participation, as a supplement to wage income. 

(4) Some form of incentive payments or tax credits to employers, 
based on their performance in providing stable, ladder-type jobs along 
with the training that such jobs would i^uire. 

There is a good deal to be said for a package of this sort. Perhaps 
the most controversial suggestion is the differential minimum wage 
for youth. Nonetheless, there is a good deal of evidence t4> suggest the 
need for a modification of the minimum wage along these lines — 
provided that work incentives are maintained, that employers are not 
permitted to abuse the system, that some form of supplementary in- 
come is provided according to a reasonable formula, and that the 
lower wages really do lead to the training and permanment jobs that 
are required. Professor Feldstein's other proposals are intended to 
insure that these conditions are met. 

It is perhaps too much to ask, but what I miss are more detailed 
suggestions as to how these proposals might be implemented. The ques- 
tion of political feasibility is not mentioned. The problem of cost 
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is touched on but not dealt with in any detail* How large should the 
Youth Employment Scholai*$lups be, and who should receive them? 
Is it necessary or desirable, as he suggests at one point, to offer them 
to all teenagers during their first year of full-time labor*force par* 
ticipation? (I do not think this is nece^ry.) And how do we ensure 
that employers actually provide the training, working conditions, and 
restiiicturing of jobs that are called for? Perhaps the Joint Eoo* 
nomic Committee might commission a second study to secure detailed 
answers to these and related questions. 

V 

Let us turn now to unejnployment among adult workei-s. Professor 
Feldstein deals with four sources of adult unemployment as follows. 

1. Cyclical^ and seasonal volatility of demand. Wmi respect to cycli- 
cal fluctuations in unemployment. 1 am prepared to accept most of 
what the author has to suggest, although I do not think that this takes 
us very far. 

It is undoubtedly true that in Britain changes in employment and 
tinemployment are less sensitive to year-to-year changes in output than 
is the case in the United States. Wliile there is ample evidence that 
this is so, I again have difiiculty with the simple regre^ions that the 
author uses to demonstrate the contrast* He ignores differences in 
tlu- composition of output in the two countries and changes in the com- 
position of output and employ tnent over the iMTioil^i of fit* Furtlier, 
nis British fiffuros extend ot)ly tlirough 1909 and omit tlu* .-Irirp 
riso in nnempioyment in 197u/ Nonet holess. it is clear that employ- 
uu'tit hfl:^ been less sensitive to changed in output in Britain than in 
tlie I'niti^d States. Along with this relative stability of employment 
has gone labor redundancy, relatively' low productivity, and a slow 
rate of growth. 

Clearly the most important thinp to do here is to reduce cyclical 
lluctuatibns in output m the American economjr, which (along with 
the Canadian) is still the most cyclically volatile among the major 
industrial nations. I share Professor Feldstein^s caution in making 
specific proposals to induce employers to retain redundant labor in 
times of slack ^emand. As he suggests, some steps can be taken through 
collective bargaining, and we can improve our income maintenance 
programs to take care of those who lose their jobs and are not ude- 
quatelv provided for by unemployment compensation (which, how- 
ever, i^rofessor Feldstein seems to think may alreadj' be too generous). 

Let us turn now to the <juite different topic of seasonal unemploy- 
ment. This is clearly a subject on which Professor Feldstein has not 
done a crreat <leal of work— either as to the types of seasonal uneni- 
ploymont in this country or as to what has been done to reduce this 
typo of tmemployment m otlier countries.* His estimate of the total 
am^nrnt of seasonal unomnloyment in the United States is of the right 
order of magnitude,* but ne has little to say about the kinds of workers 
most subject to seasonal unemployment He may or may not realize 



' For references to some of the relevant Uteratnre, iee OordOii« op. oM., p. 25. 

* I have calculated tbat aeasonal unemployment accounted for at>out one^flfth 
of total unemployment In lOdf), or about 0.7 ont of a total nnempioyment rate of 
8.S percent Jhid. 
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that thd largest single contribution to seasonal unemployment in the 
last few years has neen made by those with no orevious work ex« 
l>erience— nearlv a quarter of the total; the second largest oontnba- 
tion« as we ahoufd expect, was made by construction workers.^ 

The way to reduce seasonal unemployment among the first of these 
two groups is to reduce search time for teenagers and youn^ adults, 
and perhaps finding ways to spread through the ^ear their shift from 
school to ]ob search instead of concentratmg this shift in June as at 
present As for seasonal unemployment amons construction workers, 
there are a number of things that could be done, including for ex- 
ample, the Gennan program of Schlechtwettereeld and the Swedish 
system of not granting permission for public (including municipal) 
building projects during the summer. 

2* Weak hwor farce attachment. Under this heading Professor Feld- 
stein deals with the problem of declining labor- force participation and 
high unemployment among underprivileged adult workers in the 
secondary labor market, particularly blacks and members of other 
minority groups. This is a problem that is receirim; increasin^r at- 
tention, particularly from younger economists. Unfortunately, it is 
also a problem that the present Administration seems to be trying 
to de-^emphasize and for which it is seeking to shift more of the re- 
sponsibility to state and local governments. 

I have no quarrel with the author's brief treatment of this problem, 
except that again it is too brief and does not probe deeply enough. 
My main criticism is that he has nothing specific to propose. He has 
two suj^gestions to mako: (1) "improved manpower programs,'* de- 
spite the admitted lack of success of past programs, and (2) "reex- 
amination and redesign of the current adverse incentives*'* These 
broad suggestions hardly provide a useful guide to policymakers* 
And I miss any mention in this section of the possible contribution 
that might be made bv a well deigned, permanent, public service 
employment program* Public emplo3nment for ^^unemployables** is dis- 
cussett in the next section, to which I now turn* 

8. The mrrent unemployahles. These are the physically and mentally 
disabled* whose problems are frequently exacerbated by limited edu- 
cation. Three ways of securinjor employment for these disadvantaged 
workers are considered: subsidies to employers, permanent public 
employment* and a combination of a low minimum wage and income 
maintenance* 

For a variety of rea?.i>n8^ I should prefer not to rely on government 
subsidies to private employers. As for public employment, I find that 
Feldstein's treatment leaves much to be desired* By public employ- 
ment, he seems to have in mind something different from the public 
emplovment program initiated by the Emercency Employment Act 
of 197*1, perhaps because he has in mind disabled workers. Otherwise 
T cannot understand his reference to public jobs as "unproductive*' 
But he also argues against public employment programs aimed at 
reducing unemployment amon^ physically able youth^ women, and 
members of minority groups— i.e*, so-called secondary workers. He 
seems to ignore the possibility of developing skills and satisfactory 
work habits in a public employment program or the posnbility that 
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such a program can in turn lead to primary jobs in either the public 
or private sector, 

Hia final proposal is to "inteprato the minimuvn wage law and the 
systeni of income maintenance." His proposal seems to imply both a 
differentiated venriou of a minimum wa^e and rome form or a nega- 
tive income tax, neither of which now exists. If sometlnng along these 
lines were to be seriously considered, it certainly should be nramed 
with more than **the current unemployables" in mmd. 

Again tliis is an area in which we have much to learn from Swedish 
e:q)erience.* 

4. DuriuUm of unemplot/ment. Professor Feldstein's brief discus- 
sion of this problem does not cari*y us verjr fan He has virtually noth- 
ing new to pro^K)se, and his brief discu.^ion of duration in terms of 
averages and without any reference to piist and prospective changes 
in the composition of the demand for and supply of labor leaves a 
ffood deal to be desired. Apparently, lie would put a good deal of re- 
liance on a less generous system of unemployment compensation as a 
way to reduce the average duration of unemployment 1 therefore 
turn now to his long section on improving the incentive effects of un- 
employm<?nt compensation. 

VI 

The section on improving the incentive effects of unemployment 
compensation is the least satisfactory in the entire paper. The analysis 
leaves nnich to be desired; the recommendations Tor reform are very 
questionable; and I doubt that rnniiv informed students wotdd no- 
cept the author^s conclusion that Hfve current unemployment com- 
pensation disincentives may increase the overall permanent unem- 
ployuM^nt rate by at least 1.25 per cent." The followmff paragraphs do 
not exhaust all of my questions about this section of the paper. 

First of all, the nuthor badly exaggeratea the extent to which those 
counted as unensi Inyed in the official statistics are covered by unem- 
ployment comi)cnsation, particularly in prosperous years. In 1972j 
the number of insured unemployed under Stjitc programs averaged 
only about 38 percent of those countiwi as unemployed in the Current 
Population Stirvey. The national tmemploj^ment rate wa« .5.0 peropnt. 
In 1971, with a national unemployment rate 5.9 percent, the equiva- 
lent prcentage was as high as In 1967, with an unemployment rate 
of only 3.8 percent, the p^^rccntago was about 40.^ 

Professor Foldstein. like all informed students of the causes of high 
unemployment in the Fnited States, emphasizes the extent to which 
so-called secondary workers contributr. to the level of unemployment — 
and that this probhm has been becoming; worse over the last decade. 
Bnt a large traction of these secondary wcrkers — particularly the 
teenajrers and womei. newly enterinjr or re-enterin^r the labor force — 
are not eligible for imemployment compensation. After all. in all 50 
States, one has to have l)een employed for some minimum period to 
qualify for unemployment compensation. 



* See. for example. Bertil Olsson, '*Labor Market Policy in Modem Sofriety : 
With Partfenlar Reference to Manrinal Manpower Groups.** in R. A. Gordon, 
ed.. Tmnrd a Uanpme^ Pottey (New Tork. TViley. IfMT). pp. 260-2M. 

* An data are from appendix tablea in Manpower Report of the FreMent, 
March. 1078. 
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Tlie follnvvinjf detuiliMi fiijiires for an average week in the year 1967 
will illustrate my point dramatictilly. Tlie figures are in millions:^*' 

All unemployed — — 3.0 

Receiving tinemploym(»nt compensation * 

Covered by unemployment Insuvanei^ but not compensated . .6 

Previously employed but not covertHl.^- 

New entrants and re-entrants (not eligible)— l»0 

» iQcludea 0.2 mnUiiii ining f«»r noncompencihlp waiting pertod. 

Thus only a third of the unemployod in inCT, on the avoi-ajro, re- 
ooived unemj)l<>v!;»<«?it conipi^nsation, 

1 do not frnv^* ron^parnMt* tiiruns for a more recent year, Covoniffo 
was hroadeuod in t\\v Kmploynicnt Swurity Amendments of 1070, 
wh dsM via ' pro forVx iMMl" ) uunrtion on a trijjjyered basis. 

But as I hav4- nhvjuly indirate<L stati* i>roirranis covered only 3?^ por- 
cvW !)f tliosf iitH^niplovcd in 1J>T5!. 

In short, i ouBiderably loss than half the unemployed, even in a year 
of relatively hi^h unemployment like 1071, are covered by imemploy- 
mout compensation. 

It would appear tliat Professor Feldstein also oxasrjnrorjitcs dis- 
in«vntive efftHts for those uneniph\ved pt rsons who do rc*eive unem- 
ployment compensation. While he is to be rommended for brincrinir 
out tlie possible disiiu eiitive ellVcts of havinir uncini)loymcnt compeii- 
sation exempt from federal and state income taxes, his arithmetic 
examples exajrirerate the si>:<* of these di;iincentive effects. 

FinU of alb his arithmetic calculations are based on the situation 
\n o?dv one sttUr. >r:iss:uhusetts. Hut there are 50 different state sys- 
tetii.-, :ind Mussa< husvtts* «s amonj; the more «reTterous ones. In 1^^7o* 
the ratio of ave» aL^f wt ekly benefit to averaire weekly wa^fe in Massa- 
chusetts was 0.:*72* compare<l to a national averafire of 0.367. The ratio 
of the mf'Mmum weekly benefit to the a^^erof/e w i»\ly waj^e in 1071 
wa'S !inich hijrher — ranirinir from 0.525 to 0.7K In Kul. for the country 
as a whole* this ratio wns less than t).50 for about 65 percent of total 
covered employment. 

Second. Mus.-aehusetts is one of only 11 sttites that provides de- 
pendents* allovv;uv e.<. Inclusion of ihese allow:»nc<'s in Feld-stein's 
illustrations, whether the husband or the wife is unei iployecb further 
reduces the h-s.s of income from beinc unemployed. And finally, his 
calculations - r* further biassed because ho admittedly ijirnores the 
waiting perif I * <: up to five working days before conipensation bejirins. 
This ommission is obviously important, partictilarly in his hypothetical 
case of one month's unemployment. 

The author concludes that, under our system of unemployment 
compensation, the small loss of after-tax income from beinjr unem- 
ployed almost certainly increases the duration of the typical spell of 
unemployment and "the frequency with which individuals lose their 



'^Tbe figures are taken from Unemployment and Income Security: Ooate for 
the i970% A Report of the Committee on Unemployment Insnrance Objectives 
sponsored by the W. B. Upjoha iBftltote (KbUunasoo^ indilgan, Upjohn In- 
stitute. 1909) » p. 11. 

^ 52ee U.S. Manpower Admlnlstmtion, ff(mdbook of Unemployment Ineurmee 
Financial Data, 1998-1070, p. 139, and Summary Ta&fot of Unemployment In^ 
mrance: Program Statietiet, 1970-1971, PP* 34, 88. 
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jobs and bf>come luioinployod*— tlms raisin^j tho overall unemploy- 
niont rate. I still have to be convinced that this was a sifmificant effect 
of the introduction of unemployment insurance in the United States 
in 1035. Has the author studied Lel>ergott's estimates of unemploy- 
ment amonj; nonfarm employees for the decades before 1935? And is 
his (*onchision consistent with rclativo postwar trends in the imemploy- 
ment rates for different nge-sex-color jiroups ? 

Another claim made is that unemployment compensation tends to 
increase the seasonal and cyclical fluctuations in the demand for labor 
and the relati\T numl>er of temporary casual jobs. Xo factual evidence 

presented. Instead it is argued that unemployment compensation, by 
providing a subsidy to workers in unstable" unemployment, lowei*^ 
wntres in unstable occupations and industries below what they would 
otherwise be, reduces incentives to employers to stabilize employment, 
and subsidizes the purchasers of the goods and service? produced by 
firms with unstable unemployment. Is there any evidence that a sig- 
nificant change in this direction has occurred in the last 30-tO years? 
Has the composition of output and emnloyment l>een shifting toward 
se<!tors that are mora volatile, cyclically* and seasonally? I am not 
awaw of the evidptice pointing in this direction." 

I haT 3 said enough to suggest why I believe that Professor Feldstein 
greatly exaggerates the effect of unemployment compensation in in- 
creasing the rate and duration of unemployment — panirularly in the 
last couple of decades in the United States. There may have been 
some effect. But this paper tells me little or nothing about the magni- 
tude of this effect. 

Several proposals are made "to reduce the harmful disincentives'* 
of the system. I have no objection to removing tJie ceiling on the em- 
ployer's contribution rate, but I do not agree that the mmimum rate 
should be lowered to zero. I am not prepared to accept the proposal 
that unemployment compensation be taxed in the same way as earnings 
from emplo^ent My objection here rests on two grounds. Firsts as 
already indicated. I think the author underestimates the loss of after- 
tax income from becoming unemployed* And« second^ I think that he 
pays entirel;y too little attention to the psychological costs of becoming 
and remainmg unemployed* Being employed in a decent job and able 
to support oneself and one's family by one's own efforts carries a large 
positive utility* The typical worker, particularly men a^id inci^asing^ 
women, would rather oe employed than unemployed even if there is 
no loss of income from being unemployed^ 

The proposal that the lisis of experience rating be shifted from 
the employer to the individual seems to me to bB entirely without 
merit — so much so that I suspect that I may not really understand 
what is being proposed. If I do understand it, then the author is ap* 
parently proposing that those workers who experience the greiUiest 
unemployment be further penalized by having their net wages (when 



^ With respect to seaaonal tmemploymeiit, I ai^t dte one piece of evidence 
in the opposite divecttoii* Since 1980« there Menu to have bora wme modcit m» 
duction in the seasonal fraction of total unemployment among ewperteneed work- 
era in the private nonfarm aector, hot a larfe part of this ia^provmnfflt has been 
offset by the sharp increase In the proporttoa of total unemiiloyment mntmg thoea 
without previous worlc experience, for whom aaasotial onemployment is vecy 
high— and who are not eligible for unemployment compensation. Cf. Gordon, 
^'Some Bfacroeconomic Aspects of Manpower Policy.** p. 26. 
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they are employed) decline relative to the wages of those workers who 
experience little unemployment/' Blacks, for example, typically earn 
lower wages f^nd experience higher unemployment than whites* By 
shifting experience rating to the worker, let us widen this difference 
in wages stul further 1 Underprivileged workers generally suffer from 
relatively low wages and hiffh unemployments Is it being proposed 
that their relative earning be lowered still further ? 

So far as I can see, this pro^al, if I understand it correetl^^ rests 
on two related assumptions. First, there are no barriers to mobility — 
among occupations, industries, and geographical areas — ^that the indi- 
vidual worker cannot overcome by nis own efforts and with his own 
resources. And second, if we penalize harshly enough those who are 
most prone to unemployment (for wliatever reason), they will some- 
how overcome these barriers and move into more staole jods* 

VII 

Despite my many criticisms, I heartily concur with Professor Feld- 
steins final sentence: **There is, in short, no need to allow the high 
rate of unemployment that has prevailed in the postwar period to 
continue into the future." In my own work^ I have suggested that an 
appropriate set of manpower programs nught eventually permit us 
to set the full-emplo3nment target at an unemployment rate of about 
3 percent.^* I did not propose tinkering with our system of unemploy* 
ment insurance^ and I wrote before we oegan to experience the unwel- 
come combination of both high unemployment mid an unacceptable 
rate of inflation. I am still hopeful* but I suspect that we shall need 
also to move much further in the direction of a permanent incomes 
policy than I once thought either necessarjr or desirable. 

Professor Feldstein ip «*ven more optimistic. He seems to think that 
we can get what he calls the "permanent" unemplo]rment rate down 
below even 3 percent Apparently half or more of this improvement 
would come from revision of our system of unemployment compensa- 
tion. I regret to conclude that, so far as I can see, he has failed to 
prove his case. 



^Tbe author does not speU out the detaUs of his proposal He suggests that 
the majcimum rate of contribution, which presumably would have to be raised* 
might be paid by the employer for each employee^ with the latter receiving a 
wage supplement eqnal to the difference between the tmulmum rate and the 
contribntion required on the basis of his own reserve ratio* the latter reflecting 
his particular unemployment experience. Workers with the most stable employ* 
ment experience would receive the largest wage snpplementa. Since, on net bal* 
aiice« some wage supidements would be paid and no wages reduced, total con- 
tributions and total labor costs to the employer could presumably be higher than 
under the present system. Prices also would apparently be higher. Hence the 
proposal would presumably entail a reduction In the real wages of those workers 
with the worst unemployment experience. 

The CfOtfl of Putt Bmplatfment (New York, WUej, 1967), Chap. 7. 
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COMMENT BY BENNETT HARRISON* 

lNm)DLCTlOX AND SU3fMARV 

111 his extremely well-writ ten paper, "Lowering the Permanent Kate 
of Unemplovment,'' Martin Feldstein attempts to make use of some 
of the insijyfhts of "dmil labor market theory" to analyze the causes 
ot and prescribe remedies for, the |H'rvasive high unemployment in 
the United States. In the course of his research, he has px-oduced some 
very useful statistical results on the conseciuences of labor market dual- 
ity ( or* moi-e jyeneraliy, "labor market segmentation^' * ) . 

I am in agreement with at least part of his suggested reorgitnization 
of th • unemployment compensation system. In most other respects, 
however, I must take issue with rlie analysis and, more importantly, 
with the policy inferences which Prof. Feldstein draws from his re- 
search, hi ujy "opinion, ho has mj-underrtood or niisappiied the most 
important elements of the dual labor market theory. wTiile he does 
recognize the existence of a ''secondaiy lab<n' market" of low-wage, 
inlierently unstable jobs, to which large* numbers of teenagers, women, 
and adult non white men are disproportionately confined, his policy 
recommendations amount for the most pait to suggestions about how 
to induce this segment of the labor force to be more willing to increase 
t hei r attachment to such jobs. 

Moreover, remarkable as it may seem, Feldstein hardly mentions 
race and sex discrimination as a major cause of tlie lii^h unemploy- 
ment of this class of workers and he makes no suggestions whatever 
about reducing their unemployment through increased government 
sanctions on discriminating employers* I share with Barbara Berg- 
mann ^ the conviction that discrimination in employment is mani- 
fested in the unwillingness of many emnloyers to substitute persons 
other tlian white adult (mainly married) men (whom I shall here- 
after designate as WAAIM) for these "preferred'^ workers. This in- 
substitutability is only partly *'rational,"i.e. based on the technical or 
skill incapacitK^ of tKe non-WAMMa (and where it ia technical, train- 
ing programs can remove the bottleneck). In either case, this insub- 
stitutability creates the condition which Feldstein has so usefully quan- 
tified for us with the aid of the Data Besources econometric model: 
very low unemployment rates for WAMMs co-existing with extremely 



^Associate pr<>fe98or of cconomlcft and nrban fltudlea^ Massachusetts lastltate 

of Terhnolojry. 

^ The theory of labor market ""duallstn^ is developed in Peter B. Doerlnger and 
Michael J. Plore, Internal Labor Markets and ManpOieer Analuai$ (I^xington, 
Ma«a: D.C. Heath. 1971), eha 7-8; David M. Gordmi, Theariei of Poverty and 
Underemployment (Lexington: D.C. Heath, 1972) ; Bennett Harrison, Education^ 
Training^ and the Urban Ohetto (Baltimore: The Johns Hopkins Press, 1972)* 
ch* S. 

' Barbara B. Bergmann, testimony before the Joint Economic Committee. Hear^ 
tnge: Reducing Unemployment to t Percent, 92 Cong., 2d Sess., U.S. Gofenunent 
Printing Office, 1972, n>. 37-62L 
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high rates for non-WAMMs, producmg on the average a national un- 
employment rate which seems now to be "penwuiently" above 4 per- 
cent. 

A number of Feldstein^s arguments are based upon technical analvaes 
which he himself qualifies. I wish to draw additional attention to these 
qualifications (and some others that I will intruduce) . for I think they 
are more important than is implied by the brief space they receive in 
the Feldstein paper. 

Finally, T snail make the point tliat the problems of unemployment 
and^ poverty are inseparable, and that value iudgments--7W>?i^u?aZ 
chowi's — are inescapable in this area. We can reduce measured unem- 
ployment sijrnificantly if we are willing to force the poor (of whom 
non-WAMMs constitute the overwhelmmg majoritn^^ to accept and re- 
main in the millions of low-wage« dead-end jobs snll available in our 
economy. Or we can try to fashion public policies which will trans- 
form these jobs through econcmic development programs. By upgrad- 
ing the jobs, e»g. with technical and capital assistance to employers 
(couplea with tough sanctions on noacooperating employers), we can 
create an economic system in which no employer med ^ay poverty 
wages. Feldstein recognizes (correctly^ I thmk) that it is their un- 
willingness to remain m such indecent ]obs (combined with their em- 
ployers' disinterest ir. worker stability) that best explains the high 
short-term unemplo^*ment of the non-WAMMs. But he then goes on 
to recommend policies designed in effect to change their attitudes to- 
ward those jobs. I would change the jobs themselves. 

?hr»rt. Ff'l/Vf'>^n ^voiiM tocM5? poliey j^ttontion on the workers; I 
would focus attention on their employers. He would attempt to induce 
different behavior on the part of the noa-WAMMS; I would trans- 
fonu the economv so that no employer would need (or be allowed) to 
pay the kind of low wages that are responsible for that unstable be- 
havior in the first place. He would reinforce the distinctions between 
WAjMMs and non-WAM]VIs by creating special categorical placement 
and other manpower fjrograms for the latter group; I would use equal 
employment opportunity enforcement with strong sanctions toprevent 
employers from distinguishing between WAMMs and non- wAMMs 
on any grounds other than technical insubstitutability (and in the lat- 
ter case* I would desi^^n extensive on-the-job training programs to 
eliminate such insubstitutabilities as q[uickly as possible). 

The choice. I repeat is political; it is not something which can be 
settled by recourse to the out)>uts from anyone's econometric model* 
Moreover, the question of *Svhich strat^^gy is more efficient" (the sort 
nf question that Sc^natoi's and Congressnien often ask) is irrelevant 
here, since Feldstein and I are not addressing identical goals. His 
approach might reduce measured unemployment, but it would not 
materially reduce the underemployment, poverty, alienation, or anger 
of the millions of working poor m this country. **My'' approach * is 
addressed primarily to the latter; I am really arguing that the beat 
wav to reduc^^ unemployment in the U.S. is to eliminate poverty and 
at least the manifestations of labor market discrimination. 



My position is, I think, representative of the views of a growing number of 
5'oung ecoaomisti, espedaUy those asaodrnted with the radical eecmomleg more- 

ment I should not like to dalm undue paternity for ideas which have h^ien 
^'brewing** among a number of ua for flevf^ral years. 
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The Iiitfrm> Effects of IxcBEASiNa Dsuakd 

The policy simulations described in this section of the Feldstein 
paper are ingenious^ and useful. The inflation-unemployment (**Phil- 
lips") tradeoff is assumed away (by constraining future nrices to their 
**normar' path) m order to isolate tlie projected partial effect of in- 
creased federal spending (as much as $10 billion a year, ^ich coin- 
cidentally is precisely the magnitude of the Cranston-Hawkins Public 
Employment bill) on the unemployment rates of WAMMs aud non- 
WAM5Is. Feldstein finds that no politically feasible increase in spend- 
ing will drive the unemployment rates of the non-WAJVXM groups 
below 4 percent, although the unemployment rates of WAMMs got 
well below 3 percent. He concludes that undifferentiated, non-selective 
expansion of aggregate demand will not be sufficient to significantly 
lower a^gicgate unemployment. 

This IS certainly correct as far as it goes, but it doesn't go far 
enough. On page 4, Feldstein admits that *4t is of course important 
to recognize that, like any econometric forecasts, the current analysis 
reflects all the shortcomings of an historically estimated modeL^' This 
needs greater elaboration. The historical data from which the Data 
Resources model is estimated embody the discriminatingbehavior of 
emplovers, i.e. their unwillingness to substitute non-WAMM for 
WA3aM labor inputs. 

The model then tells us that^ under fiscal stimulation, the market 
for WAMMs will beccNnt^ as tieht as we could wish, but that non- 
WAMM labor "won't responds' "But it is not that women, teenagers* 
and black men "won^t respond" ; it is that employers would prefer to 
bid away already-employed WAMMs from their present jobs rather 
than have to hire non- WAMMs.^ Since this kind ox employer behavior 
was in fact goin^ on during the 19fi0s and 1960s, it is not surprising 
that the Feldstem model r^ects it. Indeed, there is no way that the 
model could not reflect it 

In short, the conclusion that m'vcroeconomic policy cannot reduce 
aggregate unemplo^ent below 4 percent ho^ds, given labor market 
semientation. That is a crucial qualification^^ 

One further point : at the end of Part One, Feldst^ refers obli<}uely 
to a public service emploj^oaent program, but seems to dismiss it on 
the grounds that it ^'would have a much smaller impact on aggregate 
output" than federal purchases from the private sactor* I do not under- 
stand why this is germane. Such a program (which I Btrangty support) 
would surely have a larger job-creation impa^ than any alternative 



^Since the WABOf labor market is already tight; thia prooesa bids up the wages 
of WAMM workers. If flnns pass these cost Increases alo«*«r to their customers^ 
as the '"primary" firms which are most prone to dlscrtmlnace in favor of WAMMs 
are powerfol enoogh to do— then Tirices wiU rise as weU* This is in fkct the in- 
flationary process that PhilUps originally had in mind* And Jost aa aggregate 
unemployment could be rednoed by fordng employers to sobstitate non-WAMMs 
for WAMMsp so eonld inflationary presitties in the economy. 

■Feldstein^s eonattons eonld be used to monitor the impact of a pnwram to 
xedttce labor market segmentation* Thns. for example, progress would be re- 
flected In equations such as (14) on p. 9 by the intercept term approaching 
cero in value over time, and by the slope term approadilng unity* 
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measum* And Koldstoin himself admits (in the follow ingsentonco, on 
!>• l>) tliat u ptiblic employment program would 1k» liss inflationary 
than any altc^rnative approach. 

ft 

Tin: SmrrrrRK oi^ T*xkmi*i.ovmknt 

This section l>ogin55 with a statement with which I am in eoi?iplete 
ajrivoineut ; "Dirreasing the overall rate of unemployment requires 
not merely more jobs but new incentives to [1] encourage those who 
are out of work to seek employment more actively an<l those wlm are 
employed to remain at work * * * [21 an important part of these 
incentivas is a change in the kinds of jnhs that are available'' ( p. 11). 
Unfortunately, Fehlstein's subsiMinenf nnalyj^is rontiuues to dwell on 
the first point vvhih* aluHKf completely forgetting al>out the second. 

The presentation of evidence that hifrh tunn^ver is now more im- 
portant than a shortage of jobs per se m explaining the liigh unem- 
ployment rnt^s of non*WAMMs is excellent Even though there is some 
(very tentrttiviO evidence that the importance of turnover in contrib- 
uting to tlie iuit^rteiiiporal variance in unemphivmen< nxtes is exag- 
giM-:ited by Feldstein and Kol)ert Hall/ T think tl\is is the best "work- 
ing hypothesis-' we now liave. The <lis<»overy of the role of turnover 
(as oppose<} to so-call<Hl **hard"C >re'' or long-t(»rm unemployment) is 
surely one of the main contributions of the dual labor market ^^school" 
of economists, the work of Peter Doeringer and others of tlil^ ^^schooP' 
having prec4^ed the work of Hall and George Perry. 

Fehl.<!t<»inV inferences from the regressh»:i.s in table jiuffer from 
ih*- .sum- prohK^Tii tru» om* I discuss<Ml earlier: iho,^ regressions were 
fitted to tlaia tlrawn from an environment of segmented labor markets. 
Therefore the conclusion that *'the unemployment rates in certain 
pMti^ s are nut only v^tv high hut arc als^T quite nnv*»hpj'nsive to 
d ange.<? in the aggn»gate demand for lalK>r" (p. 12) nmst Ih» qualified 
by the addition of the phnise: 'v/Z/r;* labor market segmentation'-. 

The d( (M)mp<).sition of unemploynu nt rates in table 7 into such cate- 
g;oi ies as **job lost^rs" and "job leavers'- implies a precision in the dis- 
tinction b(»:ween involuntary and ^'voluntary'' unemployment which 
goes direc tly against the gram of dual labor market theory.' That "job 

* Bennett Harrison, testimony lM»fore the Senate Suhconimittee on Employment, 
MnniK)wer and Poverty, liearingfi on Comprehenaive Manpower Reform 1912, 
1C> Coijsr.. 2d «e»s.. U.S. Gvt PmijT uff. 1072. pp. 1566-1618 (see eflpeciaUy pp. 
16ir>^l(W : «l«o Hennett Har.Mson. Harold L. Sbeppard, and WiUiam Spring "l>0lh 
Uc Jc»l>.s— I'lihllc X<H»ds," The Keit RcpnhUc, Nov. 4, 1072, reprinted in aS, Sen- 
ato» Hi ariftgn, pp. 2461-67. 

Mturhara R. Ber^^roann. "I^ilior Turnover, Segmentation and Ratea of Unem- 
ploymvnt: A Himulation-Theoretie Approaeb*\ University of Marjlund, Project 
on I lu* Kconomlcs of Diaorimination, 1978, nuimeo. 

* In the Boston labor market stuiiy which initiated the *'dimUf4t" approadi to 
manpower economics. Doerin^ror and his asscjolates emphaRized the amliipMtv of 
the conventional catefforiea: ''in/out of the lal*or force,** 'Voluntary/Involuntary 
unemployment/' etc. Peter B. Doerin;(er. et. al.. Low^Ineofne f.nbor Markets and 
Manpower ProgrnmK r.S. Dept. of Labor* Manpower Administration. Reftearch 
Fin<Ungf4 Xo, 12. 1072. For example* low wapre employers often mu«e workera 
to qnit by providing no incentivefi for them to gtny. Indeed, some i-mployers ac- 
tively encourage instability, perhaps to avoid having to grant pay raiaea, or to 
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losers accounted [in 1971] for less than half of unemployment and 
[that] qnit rates genemlly exceeded layoffs** (p. 16) simply does not 
permit the inference that the high turnover exhibited by the non- 
WA^FM labor force is the result of unstable personal behavior which 
public policy can (or should) change. 

Unsmpjloyksxt Among Youkq Woskerb 

The unstable nature of their jobs is. as Feldst^'in says, surely the 
dominant factor in explaining teenage unemplovment. And I agree 
that, of all the groups within the class of non^WAMMs, teenagers are 
more likely than the adults to prefer unstable work (whether oecause 
they ai c si ill '^^hopping•* for a line tif work, or because they have other 
things to *-take cure of** before settling down to a regular, steady job). 

Nevertheless^ many (perhaps most) teenagers do want to work.* 
Therefore, their scandalously high unemployment rates constitute an 
especially serious problem for public policy. Feldstein suggests that 
the measured rate probably exaggerates the severity of the problem, 
due to biases in the Current Po|>ulation Survey methodology (in the 
CPS, a parent is usually reporting on the employment status of his 
or her children. Surveys which interview the teenagers themselves 
reveal only half as much unemployment). It seems to me diat inter- 
views with teenagers may be just as biased. Teens may. report them- 
selves **at work'* or "looldng" more often than do their parents be- 
cause they (the teens) are more sensitized to and adept at conning the 
^^Man'"* (u^- jrinng the "correct'' answer), or because they consider 
their hustling activities to be real jobs (which, to be tmhful, they 
are!). 

In any case, as Feldstein himself says, "the unemployment rates of 
those uiuior i<i un» nnv h hi<rher than they ncoH tobe ' (p. 20)* Part of 
the high tunmvor of this group is undoubtedly truly voluntary, but 
part is '*a response to the unsatisfactory type of job that is available 
to many young workers. The^e arc often 'dead-end' jobs, offering 
neither the opportunity for advancement within the firm nor training 
and experience that would be useful elsewhere"' (p. 21). Again, I agree 
completely. How, then, can Feldstein — only two {paragraphs later^ 
suggest that "the single most effective way of reducing unemployment 
among new [teenage J entrants as well as imOToving the quality of first 
jobs would DC the establishment of a special Youth Employment Serv- 
ice . . . [whose ] primary focus should ne an active progiam of advising 
and placing those who are about to leave [school]'' (p* 21) ? How win 
a streamlined placement program change the quaJity of the jobs in the 



deter anioaizatlon. My own reaearch Indicates tbat many ghetto dwellers move 
back and forth between (or are slmnltaneonsly engaged in combinations of) legal 
work in the secondary labor market* pt rticipation in paid training pri^rams* 
enroUment on welfare* and illejcai or qrif^i-legal hustling. Harrisont BAueaUm^ 
Training^ and the Urban Ohetto, ch« 5. TiH!hnically« the latter three activities are 
c]a«i8lfied as "non-participation** in the labor force, or what economists conven- 
tionally call ''leisure/* In the present context, tbat word-^-ai^ Feldateia*« neat 
distinctions— are aerlonaly miiplaced. * 

^ A steady, part-time Job i$ regular work, and this i« predsdy the kind of job 
tbat many teenagers seem to prefer. Orthodox analysis gives abort thrift to this 
catei^ory of work, i*e* voluntary part-time employment. Bertram Oroas, Stanley 
Moses. Russ Ntxon, and Larry Sawera are among the (rtrj) few aeholara atndy- 
ing this Question. 
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secondary labor market? There is considerable evidence that the pub- 
lic schools and the Employment Service (dready serve as a placement 
mechanism for secondary employers.** Would Feldstein increase this 
implicit subsidy to low-wage employers? 

lie then goes on to make what scorn to mc to be two imwarrnntcd 
assumptions: (1) that primnry emplovors would list their vacancies 
with his Youth Employment Service ( VES) (how? why ? under what 
incentives? with what sanctions?): and (2) that teenajirers passing 
through such a treatment will l>e more reronciled to the jobs they ulti- 
mately dofjet. Even if primary sector employers did list with the YES 
(and the Cranston-Hawkins bill does toy with the idea of a compulsory 
listing of vacancies by all firms), what Is to prevent high school coun- 
sellors from continuing their present common practice of "steering** 
their students into different '^tracks^^ according to g»x, race^ and 
class? 

Even more inconsistent with his earlier perception that the problem 
lies in the nature of the jobs is Feldstein's recommendation that Con- 
gress relax or otherwise surmount the minimum wage law for teen- 
agers. He assumes that t<»ens are highly unproductive, and are there- 
fore expensive to employers (in terms of output foregone by hiring 
the teenager in place of an experienced at* alt). If employers could 
recoup their temporary losses oy taxing the worker (or receiving 
a subsidy) in the amount of the foregone revenue (plus any cost ox 
providing on-the-job training) , then they would be indifferent between 
hiring teenagers (or other non-WAlVUMs; the logic applies to them as 
well) and hiring WAMMs. This would be beneficial to the teenagers* 
since they would then be receiving valuable on-the-job training and 
work experience. 1 bus* it is important to relax the minimum wage law 
for tee i, one way or another ("another" way would be the provision 
of wage subsidies to employers, or "training vouchers'' to new 
workers) . 

In the first place, Idstein's assumption that primary firms would 
111 re teenagers if it became profitable for them to do so is questionabK\ 
Previous wage subsidy programs (such as J.O.B.S-) b«ve not been 
particularly succevssful. More fundamentally, Doeringer and Piore 
(whom Feldstein cites extensively in his paper) have shown ^- that 
primary firms with ^•internally structured labor markets" do not in 
general follow marginal pricing rules in designing jobs, setting pay 
scales* or recruiting and selectwig new employees. If primary em- 
ployee believe that teenagers ( cr otlier non-WAMMs) will not **fit in*^ 
(in terms of style and attitude, as well as productivity), then incre* 
mental subsidies *ire unlikely to persuade them to change their hiring 
l)ehavior. 

While the marginal firms in the secondary labor market probably 
woiiJd respond to wage subsidies or vouchers (Just as they seem to be 
the ones who are most likely to respond to suteidies for locating in 
poverty areas these employers do not offer the kind of training or 

Harrison, Bducaiiwt, Training, and the Urban Ohetto, pp. 14&-60. 
^Cf. Patricia Cayo Sexton, Education and Income (NX : Vlkiak Preu. 1930). 
^ Intemat Later itarke$$, 0p. dL 

Bennett Harrison, ""Ghetto Economic Devdopment^** Jaurma at Moonomta 
Literature, December 1S78, Part Five, 
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experience, attainment of which was Feldstein's objective in roconi- 
mendingthepolicy in the first place! . , , ,u^v a\ 

In the late 18th century, the British established a (shoit-livert) 
pwarantec'd minimum income, to be administered through the parches. 




luuui vTA^t^x^ v**w public purse.** Primary firms in the U,S- todajr 
would probably not attempt such a thing; apart from their great visi- 
bility, the fragility of their internal job and pay structures militates 
against such a drastic procedure. But seconda^^y employers might well 
attempt such across-the-board pay cuts. If tliey did, Feldstexn s ^b- 
sidios/scholarships/vouchers would be inadequate the instant after 
they were introduced! The controls necessaiy to prevent (or at least 
moderate) such private sector wage reductions would be a bureau- 
cratic nightmare. 

The suggestion about providinjg incentive payments to firms, pro- 
portional in amount to the retention rates and wage increases of tneir 
young workers, seems free of this particular danger, and I think this 
should be examin^ further." But I see no reason to expect that this 
would produce especially large results. Primary firms are not naive 
profit maximizers (so that the "incentive'^ may not be especially mi- 
portant to them), while s^ondary firms more closely approximate 
that model. But there is no payoff to "incenting" secondary employers 
to be more concerned about turnover, if our objective is to provide 
teena^rs with on-the-job trainin}^ and useful work experience, for 
these employers do not have such thmgs to provide. 

Sources of Unempwymbnt Among Adults 

Most of the analyses and policy recommendations presented by Feld- 
stein in this section of his paper are subject to the same critioisms as 
those raised above. Let me onefly note some additional points. 

Feldstein observes that lower unemployment rates in Europe and 
Japan may be attributable in part to the willineness of their primanr 
employers to ♦♦guarantee^ the jobs of tJieir workforce throughout the 
business cycle (in Japan, some workers sign on with a company for 
life)* Oovemment, says Feldstein, should not attempt to legislate this 
kind of employment security in the U«S., first, because it is ^ineffi- 
cient^ (and would therefore lower real wages), and second, because 
unions can take care of this in tb 3ir collective bargaining agreements. 
I for one am intrigued by the possibility of legislatiii|[ such ^guaran- 
teed job'' arrangements (as opposed to ^guaranteed mcome'^ plans^ 
which run the risk of inducing another Speenhamland). Unions (only 
a minority of which might be powerful enough to wrest such a major 
concession from employers, anyway) represent less than a <|uarter of 
the American labor force. And m any case, the ^inefficiency" of 
^^hoarding*' labor when production schedules call optimally for cyclical 

Karl Polanylt The Great TronMfMMUon (Bostoa : The Beacon Preii^ 1980) • 

ch. T, 

I 84ioald point oat that this was tuggeated itx yean ago by Lester Thorow ; 
tee his ''Bal lug Incomes Throu^ Manpower Training Programs^'* In OotUribu^ 
tUmM to the AnalytU of Urban Probtem. ed. Anthony H. Pascal (Santa Monica* 
CsL : BAND CorporaUon, August iSOS), document no, P-^88e& 
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cutbacks must be traded off against the increased equity attained by 
doing so.** 

I can only anphiud Foldstcin-s warning (on p. iW) that the olUcially 
defined unempio}naient rate is only the tip of the iceberg, and that for 
non^WAMife, withdrawal from the labor force (e.g. throu^jli dis- 
couragement) )s as important as nominal ^hmemploynient.'- This is an 
area in which I have had an interest for a very long time,*^ 

Several times in this part of the paper, Feldstein refers to the **un- 
productiveness*' of public employment (cf. p. 36 and note 17, p. ♦»7 1. 1 
frankly do not understand this Sias< Perhaps it results from a mvopic 
view of public employment as largely bureaucratic **pencil-pushing" 
(in fact^ more than half the jobs in state and local govoniment are bbio- 
collar or non-administrative service jobs). Surely Feldstein is Incor* 
rect in asserting (in footnote 17) that "public employment is unlikely 
to jprovide the kind of on the job training that could later be valuable 
in industrial employment" first, because there are many operative 
nnd technical jons in government, and second, because the typical 
private spotor ;ic)b is no longer in goods production (which is how I 
suspect Feldstein intends us to interpret the word "industriaP'), but 
rather in service production. Government employees produce scrv* 
ices.** 

The TTnemploymrxt Compensation System 

I am sympathetic with Feldstein's criticism of the current unem- 
p1o3*ment compensation system. For those currently unemploy<Kl^ it 
does^ ruiiuce tho opjiortuiuty cost of extending the period of jobless* 
ness (although it still (lv>es not reduce the social stigr^a of being with- 
out a job, at least for the working class* nor U there universal cover- 
age), and it does encourage competitive employers (In the secondary 
labor market) to economis^e on capital, fore^ intrr>ducing technical 
improvements that might improve their ability to pay hi^er wages, 
and intensively employ low-skilled, unstable labor. As I suggested 
earlier, all income transfer systems which have the effect of enaoling 
some workers to survive at low wages indirectly subsidize secondary 
employers, thereby reinforcing (institutionalizing) the existence of 
the secondary labor market* 



I am iiDT'4tleQt with cries of 'Inefflciencir*' on other grounds. The theory of 
the "second best'* tells as that, if multiple '"market failures** exist in an econ- 
omy, the eUminatlon (or eorrrction) of one of them wiU not necessarily move 
the system closer to ''hUss**. Ours is an economy permeated with market im- 
perfections ; one need only start with the extent of oligopoly* In such an en- 
rlronment, it is rather unfair to select Ubor as the factor whose performance 
should be made to match as closely as possible the textbook model of perifeet 
competition* 

^* Cf. Wimam Sprlagi Bennett Harrison, and Thomas Vletorisat, '*The Crisis 
of the Underemployed**, New Yoi k Time$ Magazine, Nov. 6< 1972; r^rlnted In 
U.S. Senate* HeaHnQ9, pp. 22Sl-«ft See also pp. 2276-2889 of the latter volume, 
dealing with the concept of ''subemployment*'. Subemployment in the ghetto is 
the subject of ch. 8 of my Pennsylvania doctoral dissertation, EdueaiioH, Train- 
ing, and the Urban Ohetia, op. elt See also Sar A. Levitan and Robert Taggert, 
^^Bmployment and Earnings Inadequacy: A New Social Indicator/* Center for 
Kanpower Policy Studies* George Washington University, July 1973, mimeo- 
grajphed. 

'*^Beanett Harrison, PuUic Bmploymeni and Urban Poverty rwasblngton« 
D.O. : The Urban Institute, 1971, paper no. 119-48). 
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Tlie senivh theorists Mi as Charles Holt and Feldstoin) all want 
to make oxtondod search more expensive to workers, thereby encour- 
aeine them to settle into a iob sooner than they might have otherwise. 
By thws redncinc the dumfion of nnemployment, the overall average 
rate of unemployment will be reduced, also. But so long as the only 
iobs effcctivelv open to non-WAMMs arc m the secondary labor mar- 
ket, constraining their search time amounts c ly to pushing them 
back into the same class of unsatisfactory jobs more rapidlv than 
would have occurred otherwise. Pleasured unemployment might fall, 
but the inequality in wage incomes produced by labor market seg- 
mentation would not be affected much (if at all). 

Nevertheless. Feldstein would change the unemployment compen- 
satiori system to penalize both workers and employers for mdiilgmg 
in exfe<iive separation. He \Kould do this by making employers pay 
thi? full fost of unemployment instinince benefits. Workers would 
"pay" in the sense thnt their "reser\-es" of TT.T. "credits'* (the anaount 
of unemplovmeiit compensation to which they were entitled by law) 
would bp drawn down with each separation. It is an ingenious scheme, 
and T hiiik tlie imposition of full cost responsibility is an important 
prececlent that nopds to be established. I am therefore in support of 
this recommendation.'* 

Conclusion 

T return to the main themes of my Introduction. 

All of Feldstein's forecasts based on the analysis of historical 
data are subject to thi» qualification that they only hold, ffhen labor 
market segmentation. Policies to increase the substitutability of 
WAMM and non-WAMM labor will go a long way toward reinstat- 
ing the traditional relationship betv aggregate demand and un- 
employment. 

Given the ambiguity of categories of employment status m the real 
world (especially in the periphery of the economy), we must be cau- 
tious about inferring from evidence on what appears to be "vohmtary" 
unemployment that the problem is the unstable behavior (poor moti- 
vation, etc.) of the non-WAMMs in the system. The instability of 
labor in the scfondary lal>or market appears to be as acceptable, i.e. 
funftional, to the employer as to the employee. 

The omission from ^^'eldstein's paper of any serious discussion 
of discrimination is remarviible. Phcrtmination by sex, race^ and elms 
is siwrly the tno9t ohvious (if not the most fundamental) cattae of the 
inaiihutitutahiUfy of WAM^f and non-WAMM labor, and thin !mub- 
sfttut'ihility in fhf> key to imderstfindivg why we haveewh high ttrwrti- 
ploytiunt (even, as Hall puts it, when we are at "full employment"). 
Moreover, discrimination is remediable, although not by any of the 

*•! wmaln nncomfortahle wltto the mechanism for making worktfrs "pay"- 
I mil also Kkepticftl of Fpklntein'a evidence that siich a reform would miike a 
ntgnificant difference, i.e. hlti finding that "the average duration of unemploymeot 
ia very much greater anionjs those unemployed who are ellelble to receive bene- 
fits than amons thoae who are not" At be himself admits, the duration of 
unemployment of the IneHjrtWes may be understated, since these are the very 
people who are most likely to drop out of the labor force. 
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policic^H tvcoinniendt^d by FeldsteiiK What is needed am strong equal 
opportunity progmnis, with teeth in them, combined with a far-reach- 
injET projrrain of econoaiie development to transform the structure of 
thi* M'condary lal)or market (Doeringvr calls this policy the 'Mapon* 
i2atic>n**of tile American economy). 

Our i conomv has a hugi* .seromiary hilM>r marla»t of low-waj(i\ in* 
hereutly unsta\)U\ futureless jobs. liv forcing (or •inducing**) poor 
peo]9le to enter those jobs moiv rapidly, and to stay in tlicm once they 
get tlicre* we can indeed lower the measu»*ed mte of uneniployment. is 
that kind of "full employment'* a propor object of public policy? This 
is a value— a i)olitical— judgment. For my part, the answer is a re- 
sound ihg •*XO^ 
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COMMENT BY CHARLES C HOLT* 

Professor FoMstein nrsru'^s v\ his pancr tlmt tho T'nitod States will 
not b€> able to lower its unpmploymcnt to an nccepiahlo lewl isimply by 
increasing njrgrcjrate denuuiu, bc. niise if it trios to u^p tliat tr:ulitivinal 
apprcaoh'to full employment, it will trijrger o.iTuim— eptable i>i!l::tion. 
Iiowever, by making structural chanses in mani^ower polu-y. u-.em- 
plovnient can iv.A shonU be lowenn- si«niifi«'5^.nt1y. I urzrvc witb that 
proposition, shiee research at Thr Urlnm Instititte Ims li-l uiy ool- 
leajrues and me to the same broaJ eouj^lusion. Afjnin-st .lii- back}»round 
of general agreenient, I would like to examiuc some sp<>>'ific points of 
his analysis. . 

I'\ i.lrftoin makes an importunt coutributior. tocntieal cronomu- prob- 
lems In- focusinjr attention on n.-w stnictural policies that mipht be 
used. In fortunately, his contribution is not likely to be appreviated, 
because few policy analysts on the political or economic scene ai)pear 
to l)e receptive to what he is saying. , , . , 

In this paper Fcldstein faces the ditlioult problem of developing; the 
readers understanding of the hiteraefiwi l)etween macro econoiiiic 
problems and structural issues. At long last the Ke.ynesian lesson lias 
been learned— perhaps too well— by political leaders of both parties 
and the public : "Demand policies should be used to regulate tho level 
of unemployment. Wlien unemployment is excessive, increases in 
money demand should be used to stimulate the creation of jobs. But a 
limit to employment would ultimately be imposed by increasing infla- 
tionary pressures." Thus, when Feldstein discusses such structural 
issues as labor turnover, which are not directly relevant to the determi- 
nation of aggregate demand, the action proposals to which he is led 
appear largely irrelevant to the lowering of unemployment. Lack of 
understanding of the implications of structural measures for aggre- 
gate demand policy is reflected in such assertions as "The Employ- 
ment Service cftn*t produce jobs, so don't expect it to lower 
unemployment." Such arguments rest on an implicit other-thin^^- 
equal assumption, which is incorrect. Structural measures can be 
designed specifically to facilitate the noninflationary increase in 
demand. Imp --ovement in the performance of the Emnloyment Service 
could enable the number of jobs to be increased without being 
inliationarj'. There is. as yet. no agreement among econcimists on 
erarthj how the trade-off between unemployment and inflation depends 
on the behavioral and institutional structure of labor and product 
markets, but there is a genenil. though vague, consensu* that imprnvc- 
mkntn in the trade-oflP require rfumtfeH in that stnicturc. This vagueness 
is not surprising, because the structural lelationships governing em- 
ployment and the wage-nrice change procesM*s have not yet been 
adequately formulated, i<lentified, and estimated. Until a new theo- 
retical pei-spective on these relationships is developed, tested, and 
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uu<]t iSiO<Kl. polic y ir'.*»»!uM!i-inlati()ns aii usl at .-tninur il »-hut»!Lrt»- will 
triul to fall (III (U\if v\v<. Furtnnati']\\ thi» .seaivli-tiinxuvr tlu'ory of 
tin* labor marki»t is rupivlly in . )lvin;r to supply j ait of tho ••i)n«\ pnml 
fnuarwork tluit is .u'lMltnl. bur murli mow uiuU'rstaiulinjr of tbi» roles 
of Market puwi r by i»inpli>yer< aiul uiiioi.s ::\u\ pr:<-e ilynanirs 
iK'ediHl. 

The connecting link between Fel<l?tein s structural reconinienda- 
tio s and affjrregate demand is th.it iniprovinji stnivtnre will make it 
possible to .ncrea5?e demand and lower uneniployiiienr v ithont intbi 'inff 
u;flat!t»n* Unfortunately, the la^'k of duantitative knowledjro n!)Out 
labor market structure niakos it dilficutt to jndj:c whether Feldstoin 
lias proposed the ?f)o.9t c/Z/v siriu-tural improvenc^nts. However, the 
key t«M»valuatinir his proposals is in umlersiaUilin*; the thn»e-\vr.y /; ^ 
</' r/p/i In^tv een inflat'on^ unemployrdent and structural chan<re! While 
tlje above 1 am smw fully ^'lear to Feldstein. he doi^s not stress in 
his ) u{#cr the e\tent to which hU proposals are intended to facilitate 
in^ T easing airjrrc*<rate demand* cither by direetinjr it to the reduction 
of m employment in a noninfiationary way* or by reducing inflationary 
p:\'ssures» f^tated another way, changes in ajj^T^ate demand are 
normally associated with movements alonp a Pliillips curve. Kut 
stnK'tnral changros that move the Phillips curve would in ^reneral 
nec essitate a corres|M>nding change in aggregate demand — other things 
wouhl etuphatically not be constant. The question of whether the long 
run Phillips curve is vertical or not is important in the formulation 
nf atfirr^gate den and policies* but it is largely irrelex^ant to the issues 
t!;:]* F ldstei!> ' on^idcr? of improving the structure of the economy. 

In Section I a large-scale econometric model is used to explore what 
would happen if wa<^s and prices were somehow prevented from 
risiuii ia response to increases in demands TMiile it is easy to delete 
equations from an econometric model and substitute external values 
for <he associated variables^ the resulting calculations are severely 
sir5|»ect. The specifications of econometric models are still sufiiciently 
crude that we cannot be sure that the true structure is estimated. In a 
highly coUinear world the explanatory variables in statistical esti- 
mates chronicallv act as inadvertent proxies for others. This may 
cause no great difficulty in making predictions if the 'if^holr model 
utilized. However* when equations are simply excluded* there can be 
no ii-ssurance that the results can be clearly interpreted. Even though I 
wou!<l accept his conclusion that an undesirably high overall rate of 
unemployment is consistent with a low and inflationary unemploy- 
ment rate for prime age men. Feldstein's metbodologj' is quite risky. 

Wlien in Section II he linearly relates the unemfwoyment rates of 
vnrious demofifraphic groups to the mature male unemployment rate, 
his estimates have no clear economic meanin^.^ Xo one would expect a 
causal relation and he develops no theoretical basis for this particular 
statistical relation. Again* his conclusion is undoubtedly correct that 
sever*' structural imbalances exist between the unemployment rates of 
different demographic groups^ Estimated relations with aggregate un- 
employmert or. better yet, with aggregate vacancies would have had 
a clearer meaning. 



^ A1 i?n. labor market theory •n^ieejst^ the greater relevance of logarithmic rela- 
tlou In this cft'^. 
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The balance of the napor develops jiolicy recommendations that are 
all relevant, reasonable, and stiiuulatiu^r.- Their critical quantitative 
evaluation re<inires more knowledge of the operation of labor markets 
than is currently available. Hence, they can only be discussed here 
rather genera 11 v. 

That the uneniplovment rate :)f youth is relatively hifrh is wjl^l^i^]- 
able, and that this results from I .if?h turnover rates is well established. 
Much less clear is whi/. Is it beer use available jobs are unappealinff, as 
Feldstein asserts, or that employers discriminate, that youik workers 
exiilore jobs widely, that seniority blocks them out of good jobs, or 
that thev cannot earn tlie minimum waee? Popular analysis now 
stresses ^the *-good'* and *-bad^* jobs of a dual labor market, but this 
appears much too simple. Tlie segmentation of the labor market is 
many dimensional, not bisected, and there are reasons to espect all of 
the above factors to contribute to youth unt^mployment. 

The recommendation of a Youth Employment Ser\dce could cause 
undesirable segmentation of the labor market as well as improving 
communications with youth. The projwsal of a Youth Emplojanent 
Scholaiship program strikes me as **right'' in terms of fairness for 
noncollege youth, social stability that would derive from the increased 
emi)loyment security of having marketable skiHs, and a healthy in- 
crease in human investment^ at a critical pomt in the worker's life 
cvcle. Unfortunately, I don't think that we have enough knowledge to 
lie secure in recommending this program as the cure for high youth 
turnover. However, it sliould be one component in an effective program 
directed at vouth unemployment. 

If this skill training could be qukJcly responsive to help fill in- 
flationary skill shortages so that demand could be increased, the pro- 
gi'am would have even more to recommend it. Yoimg ijeople have the 

greatest capai)ility to be geographically and occupationally mobile^ 
ut this could be largely thwarted by a combination of seniority and 
age discrimination. , . t_ i« 

Feldstein's emphasis on work motivation, as affecte;? by high effec- 
tive marginal tax rates, is important in evaluating minimum wages 
and unemi^loyment compensation. Both of these programs have long 
histories, but neitlier has received the careful research attention that 
has characterized recent analysis of income maintenance programs. 
These areas require critical reexamination. 

Unemployment compensation, like Blue Cross medical programSt 
makes limited payments, but one can argue that the unemployment 
equivalent of medical disaster insurance would be even more impor- 
tant, since unemployment lasting more than a month can have dis- 
asterous consequences for family finances and well being. Also, long 
term unemployment ideally should trigger basic adjustment assistance 
in the form of training, mobility, counseling, etc. 

' For a filmllar set of proposalSt see "Manpower Programs To Reduce Inflation 
and Unemployment: Manpower Lyrlces for Macro Mnslc/' by Charles C. Holt C. 
Dmic&n MacRae* Htuart O. Schw4?itzer« and Ralph B. Smith, The Urban Institute, 
Paper 350-28, December 1971. 

' Feldi^tein makei^ paf^ing reference to aa Employee Investment Tax Credit 
One mlKht also recommend that corporations capitalize their training invest- 
ments and show them as corporate assets on their acocrantliic ttatementt. This 
would raise the visibility of hnman capital. 



79 

While I would be in<*lined to agree with manjr of Feldstein's recom- 
mendations on unemployment com^nsation. his suggestion that ex- 
perience ratings be applied to individual workers would not be sound 
if it goes so far as to require each worker to pay, in the long nm* the 
full cost of his uneniplovnient. We know that both losing and finding 
jol)s involves large random risks and the insurance asi)ect of unem- 
ployment conii)ensation should be preserved. 

Feldstein recommends keeping programs for increasing public 
services separate from job creation pro-ams for disadi^antaged and 
handicapped workers. Although appealing in terms of logical purity 
and efficiency, such separation mav weaken political support and in- 
crease program stigma for the workers being helped 

Feldstein's proposals involve a complex interaction between the con- 
flicting objectives of equity in income distribution, income security, 
work and employment motivation, and compensation for handicaps. 
This makes tne optimal policy resolution far from clear. Research 
and experimentation is inoicated. 

Oyer alL Fohli?tein's thouglitful study clearly illustrates the com- 
plexities of the structural changes that ai-e needed in the manpower 
area. As long as the knowledge base renuiins shaky, different policy 
analysts will reach somewhat different conclusions* and these differ- 
ences cannot be effectively resolved by debate. Even after the problems 
are fully undei-stood, the organization of efficient operating programs 
for the delivery of services, payments^ et<\. poses ad<litional subtle 
problems that will require extensive field exi:>erimentation. 

Our continuing failure to formulate fully effective manpower pol- 
icies and programs for resolving these structural problems puts 
macroeconomic policies in a no-win plight for which we are paying 
dearly in recurring inflation^ unemployment, lost production, ana 
poverty. The government has not organized adequate manpower re* 
search and program experimentation to ai^swer the issues that Feld- 
stein raises. The same point is equally true for the other major policy 
strategies that might be used for coping with inflation. 



ERIC 



COJLMENT BY HYMAN B- KAITZ* 

The following con ments on tlic Feldstein report do not claim to be 
comprehensive or exhaustive^ In general I suggest a reasonable 
amount of humility in this rei)ort^ and parenthetic-all}' for many other 
students of labor foroe analysis. There is much we do not know about 
the dynamics of the labor fbrc<?; the discipline of e<!onouiics is an in- 
complete instrument for adequate research here. In addition* objec - 
tivity is rai*e, since many writers ini-huling the author of this repoit 
appear to have some predispositions and precon<'eptions in their writ- 
ing. This and other stuiliesof unemploymcpt arc also incomplete, since 
there ;ire nniny |Hv>ple not classified as unonii)loyed who nmst \>o con- 
siilrred since they have a potential r^>lc vis-a-vis the labor marker oven 
thouirh thev may not eiigagc in any overt job-j^erking at a given jnnnt 
of time. 

Part of our humility must arise from our observations that the 
nature of the labor market and of lal>or force behavior has been chang- 
ing over the years in ways only imperfectly anticipated* For example, 
laljor fon e projections nave had only a mediocre success at best. In 
addition, relationships among quantitative measures of labor for^e 
K»havior typically exhibit many unsatisfactory ^^haraeteristics <?ome 
exauiplcs in the Feldsuin re|K)rl are cited below > indicating that ;here 
are significant aspects to these relationships for which we have not 
accounted. 

Our lack of adequate understanding of the workings of the labor 
market should make us corresi>ondingIy modest la proposing policies 
of various kinds for the Federal Government to reduce imemploymer , 
There are by this time some examples on hand of the lack of success of 
past Federal programs. This is not to imply that all Federal programs 
are poorly designed, but that plans and subsequent realization and 
implementation do not always conform to one another. Feldstein is 
very critical of the unemployment insurance pro^m which has been 
in operation for over thirty >*ears, but his suggestions for reform must 
be \ iewed with some reserv?\tions at least for the reason cited above. 
More specific comments on his policy proposals appear belcw, 

A number of other comments deal with technical errors or deficien- 
cies in the report. Many of these could be corrected without altering 
the basic structure of the report. Nevertheless, such coirections will, in 
some instanc<»s at legist, diminisli the forc» of the argument at that 
point m the text, a diminution which I believe is justified. 

Finally, the Feldstein report inadequately recognizes the hetero- 
geneitv of the unemployed, of jobs and of labor markets. Implica^ons 
that the young unemploj'ed, or adult male unemployed, are homo- 
geneous, with the same motivations, same interests, same opportunities 
in the labor market, make it possible to describe their behavior in a 



•Formerly Assiataat Commissioner for Current Etnplnrment AnalyFia, Bureau 
of iMbitT Statifitics. 

(80) 
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simplified way with a casual type of analysis. Some brief references to 
the dual labor market do not answer this criticiam* 

Specific comments are given below in nimibered sections. 

L Footnote f> to chapter I says : '*The DRI model was modified • . . 
by assuming that the negative time trend in the model^s equation for 
t£ie unejnployment rate of married men does not persist past 1972. 
Failure to do this would further lower the marriea mm nnemploy- 
r.^nt rate in future years relative to the overall unemployment rate.** 
This explanation is forthright, but the ad hoc decision to alter the 
equation has no rationale apart from convenience. How can we trust 
the pjt)]ections based qn this altered equation! The basic relationship 
is apparently inadequate. 

2. Equation (1.1) is obviously imperfect* and I expect that the 
Durbin-Watson coefficients, which are not snown here or elsewhere, 
would reflect this imperfection at least in part.^ This relationship, 
should take into account, at the least, the changing proportions of 
demo<rraphic groups in the i>opulation« 

»\ Ore example of Feldstein's perspective on unemployment is given 
in the following quotation • more accurate description is an active 
labor market in which almost everyone who is out of work can find his 
usual tvpe of job in a relatively diort time . • This kind of exag- 
gerated statement occurs elsewhere in the report, and same additional 
examples are cited below. It ignores the segmentatitn of local job 
markets mentioned earlier, discrimination among vanous groups, of 
which there is no lack of documentation, of possible mismatches be- 
t woon the skills of tho unemploj^ed and those required by the available 
jobs. 

4. The duration of unemploymnnt is an important characteristic, and 

Suite relevant to the discussion in this report. However, much of this 
isc*us5ion is ambiguous since it does not distinguish between the cross- 
section duration (duration of the currentlv unemployed up to the ref- 
erence week) and duration of completed spells which is the more 
appropriate measure, but is not directly available from published 
data and must be deduced from them. The two duration distributions 
are sufficiently different from each other so that they cannot be used 
interchangeably. The derivation of the distribution of completed spells 
is <?iven in an article, '*Analvzing the Length of Spells of Unemploy- 
ment.-* in the November* 1970 Monthly Labor Revi4!W. For example^ 
wliile about half of the unemployed have been unemployed less than 5 
weeks up to the reference week (cross-section), the completed spell 
distribution shows that almost three-fourths of completed spells are 
less than five week? in duration. 

Sovi-rnl pastes la^or in the renort tho following statement occurs: 
^'Xr w ontrants ♦'o the laW force in 1071 spent an average of 9.1 weeks 
until their firpt employment.*' Acrain this \^ a cross-section avera'^e* 
and not t^<* anpropriate orr to u«^». The trxx^ average of completed 
spells, as note'!* is sijrrufican'ly lowor. In this case it i« probably be- 
tween fivo and six w^eks. However, spells of uremployment can be 
tf*n linnt'^- ^ in e*tM«»r rif two way? : by f ndini? employment, or by with- 
drawing fiom the hhor f-TJC. Among teenagers who constitute a 
large* proportion of n?w e?it»*ants, tmeiti ployment ?pells ar<» t<*rmnmtpd 
in many insrances by withdrawal fi'om tK<* labor force? for p»v*h rea- 
sons as return to school or other uctivitiea Footnote 20 on a later page 
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sav5« that the crn..-.oction nnd complpted spell dmjjtion <lismb '^J^js 
ai^ about the same. As indicatod above, thw is not nf tWof 

averace duration of ronipletod spoils is about throo-fifths of that of 
the orosis-^ootion duration distribution. Tn the adjaront text, the state- 
ment asnnn mn.le tl.at this averafre tells u. hmv lou- TO^^ l'^^)^ 
been out of work. Tf the correct average is used, it would " ^^J^e to 
be desoribed as the lenfith of time people have been out of work and 

«. The diseupsion of oquatiou f 2.1 ) which compares pert'entaffe point 
'ab^olute'J chanffo? in the teeu^vre unemployment rate with tiie aUiilt 
male nnen.nlovin.Mit rote mav br ur.sleMiliujr. unless one kn.iws that 
the teennire rate i* al^ut thv tim.'S as laijre as the adult nmle rate, 
r^in"- the«e h'vel< :is a basis for . omparisoiu we fmd that for oveiT 
one iMMvont clmnire in the adult mnle rate, the teenage rate chaufre.s 
bv 0 i>oroei,t. In relativi' tmus. the teenaw i-ate Ims only :i small 
^eusitivitv tn tli,' Uu<iiie?s i-yele (assttminfr the adult ninle rate to he 
a T)roxv for thi' hitter. > . , . . , 

(? T'nforti.naf.'lv. throuirh no fault of Mr. I-t'ldsteiu s. the who].' 
Parne* loudtu.Hni)! !in:'lvsis should be deleted from this rejH>rt lu- 
cent M,ff)nnnt'oi; iTi.li. nt.'s that eodinir errors in the Parnes datn have 
mado th.- un«Mn»»lov:u»'nt rates for teenajrers low.u- than thev should 
be. and lowor than th. v will be after these data are revised. Advar.ee 
indicatiot.s aro th:.f th.so revisions will he 5;ul)Staiitinl. As a eonse- 

qtieiKM". til (!n'«nn?on h('twe<'n the Parnes data and ( 1 > data wi 

not «t:n-d 'in. It 'tiiav he that tlif> Parnes niiemployment rates w.ll still 
be htw.T th;»ti CPS' ratr.s hut the discus.^ion in the text will not have 
the «atn»' force a>i it now ha.«. , , -• • 

7. Feld-t. in iv<>omni.'nds f<u ni!" on of a \ nnth Ktuploym.'nt .Norvn'e 
•*eop;nate fiom tlw r. iTular Km,, .^yujent Serviec." W ri'ft'i;<< to tlie 
Briti-h modt'l for irui.laiirc. He should be aware that the Hritish are 
now aheriiv their sv-tjuu. Their report : "People and .Tohrt: a >r(>dern 
Enu>lovn!. ;rt .^orvi.v " TVcemlx'r. 11>71. says: 'The pi^s^'Ut arranjre- 
nient'^ ::re If.-ominir i?i<Mvasiniflv unsatisfaeiory. A divisi-m of re-|>on- 
aibilitv h. twecti tho Youth Kmploym.'Ut .Service nnd thf adult eiu- 
plnvn'i«iit stfvi.-c 1>;i<(m1 oil ail"' l^s' bt'.'oiunifr le.<s than appropriate 
as sou'c ptx.nl.' foutinue «'du« atiou to a later aire. The time lia-* <'0"»' 
for a iii'Mv n:>tural and mor«' flexible division of fnn.-tions." I will 
not .M'.nte more, but indi.-ate that the t'liited .States iuis b»"ui consid- 
eraMv ah-ad of the T'.K. with reference to the proportion of jK-oide 
who «'otitiiiiie cdunition t.- a later ajre. The flexibility th.' Unti.-^h are 
seekinir is one whi.-h should be a pai1 of Fehlst«'in*s recommendation, 
rather than the earlier British model. 

In L'<'in :al. raieful thouirht should Im' jriven to ivr-omm-'tidrttions 
alK'ut -rii.' 'oh of the Employment Service. ''n.- limited rapport with 
empl'iwre. pni-tlv on historical ^roundfs. and partly Ixci'i.-c of the 
role o^ the r.mpioynu'iit Service in recent yeai-s when it was conccn- 
tratini: on services to the <lisadvanta«red in.stead of on placements 
of non-dis;idvaiitn«red workers. 

In r-"ction 111 on unei>.^:!'>yment of younir workers it .says that 
"the iuiril ••couomic reality [is] tliat firms cani'- it afford to olfer u.se- 
ftd o»i-f iie. t.-ainiiiir to :\ bro;nl chiss of yonmr employees. .V firm cuii 

gpueially provide the oi'portunity to ac«piire iii'W marketable .skills — 
y un-tlie job trnininp, cletailed "sui- , vi.-icm, or even through learn- 
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inc bv c^xporionco-oiilv to n workor who^o not piwlnct during the pe- 
riod of traininir in at ^loast eiiuul to his wago- Dunns the tune of 
CharlTO Dickens (and much later also) younjr people had to pay to 
take jobs in funis wliere there was some prospiK!t of a future, in re- 
cent yeai^, I suspect that the rovci^ has often lH;en true; that sho t- 
ago of workei^ m the late 1960^s led to the hirm? of many Toung 
people whose nnirjrinal product wns less than their, wage Both eco- 
nomic coiulitions and tlie s«K'ial niilii^n must be kept in mind. 1 here are 
manv noncan er iohs (the ones most likely to be avaihible at low wage 
rates), such as dishwasher, where the relationship l^etween the mar- 
ginal tiroduct and th«» wage rate is roniplicated by tho casual relation- 
ship lu»twoe!\ the <MupU)ver and his employet»s, with high turnove- i 
ratos and abseutcr rnti'S in eonsrtjuence, Infereni'es about minimum 
waire rate effects her»' are qnitt* uuc»'rt:iiu, , • • 

9. * for the disadvantaged, the niinf uum wage may havo the ironic 
effect of lowei injx lifetime incomes by a very large amount." I think 
tills is a rntlu r questionable generalization, and could only stand up 
if the eniplovTMrnt offered at low wagi« ratios proved to be useful and 
liflpful cxiH-Vimce in subsiMiuent work caieei-s at higher w^ages and 
hvtu^r johs. iM.r s^uiu* workers this might be true, but I expect the more 
liVi^ly situ:ttit»u both \n the past and at pn^sent is that these low wage 
jolts \vouM Irad to untiling much in career development. The disad- 
vantaged nr»' hnv<' been affected by discrimination of various 
kinds,'"and there is little evit'ence thnt such discrimination would be 
reduced in b/iring a 2:> yvixv old bhn k at a good job, if the employer 
kni w tl;:it I» • had heru iiuployed since the age of 16 at a variety of 
unskilled jobs paying low wages. The disadvantaged yoiuig have for 
the most part tended to grow into disadvantaged adults regardless 
of their w'ovk backgrounds. 

In the subsequent text in Section III, the elaboration of detail on 
how nioiv yu'.ith might be employed is too gimicky. The fact that 
prior proffranis have had only a liini' 1 success at best does not make 
for oi)tiinism in viewing other sugg. ,ii<>ns for programs which differ 
essi'ntitdly in detail ruthiM* than substance froni previous programs. 
Inci'Utive payments are also suspect. In operation, such devices are 
found to serve i>urpo-os foi- which they were not originally designed. 

10. In Section IV. efiuations (4.1) and (4.2), to be proi>erly inter- 
prete... shouhl hnvc the percent change, rather than the percentage 
/H^hif clunige in uueinploymont rates. It is clear that the lower UK 
rate woulil yield a percent chaiigi* closer to that for the U.S. than is 
indicated by the comparison of percentage point changes. In addi- 
tion, the lower for the UK indicates that tnere is less simultaneity 
of resi)onse in the UK than in the U.S. This, alone, would tend to 
reduce the sixe of the b coeflicient in the UK equation. If there f^s a 
difference in business cycle phasing of unemployment and inilustrial 
production in the UK, this should be looked at. The discussion in this 
section appears to ho incomplete. 

11. Section IV: "Seasonal unemj^loyinent is clearly notinvolimtar>\*' 
This is another example of Mr. teldsteiirs perspective. Undoubtedly 
th'Te are some people for whom seasonal unemployment is voluntary, 
but there are enough counterexamples to make this statement weak 
and narrow in scopi*. At the beginning of Section V, another such 
statement occurs: ••Almost evi»ry unemployed person can now iind a 



job in a very short t ime/^ Is it necessary to take issiie with this state- 
ment, 6r should one rely on the good »Bnse of the reader to reject it 
out of handf 

Section V on unemployment compensation deserves a more ex- 
tended critique than is offered here. For one thing, the "usual as- 
sumption^^ about unemployment compensation in reducing unemploy- 
ment is not the usual assumption, which is that it rej^laces some of the 
vage loss of unemployed workers. The countercyclical effects of in- 
come flows, while important, is secondary. There is an extonsive dis- 
cussion of Massachusetts, one of eleven States with denendents^ al- 
lowances. The Massachusetts law is one of the most liberal of these. 
I think it is fair to say that for some workers, disincentives to find 
work more quickly are present* However the relationship between 
weekly wage prior to unemployment and the unemplo3niient com- 
pensation weekly benefit amount (the latter is supposed to be eqjual 
to about half of the former) breaks down at the maximum weekly 
benefit amount (wba). In other words, beyond a certain weekly 
wajre (or specified fr'^ction of high quarter earnings) claimants will 
receive no more than the maidmum wba* He«ice, in a State with a $60 
maximimi wba* a worker who had received $200 a week will only be 
gfttinflr one-fourtli of his gross wage rate* This is a small disincentive 
to return to work. In 1068, 46 percent of all beneficiaries were entitled 
to the maximum wba* In 13 States in 1964, 60 percent were at the maxi- 
mum. I expert that later statistics are not much different. In addition 
15 percent of claimants who have monetary determinations made are 
found to be ineligible to receive benefits* Tliesc undoubtedly include 
manv people with seasonal or casual attachments to the labor force, 
and t suspect, the one? mo^ likely to be subject to disincentives if they 
could have received benefits* I cannot support this saspicion however. 

I do not d.nibt that the effects Feldstem talks about are real, but I 
believe he exaggerates their effect on unemployment. However^ be- 
cause income taxes are now important, but were^not when the unem- 
ployment compensation j^rogram began, it may be that benefits should 
D© taxable* However, this suggestion mu^'t be q^^alified, since fringe 
bi^nefits have also become increasingly important over the years, and 
money wage is no longer an adequate measure of regular compen- 
sation. 

The reasoning in this section about what lobs a worker will take 
is rather simplistic and imrealistic. In many labor market areas, and 
in many segments of other labor market areas^ there are workers who 
either take seasonal jobs or none at all in their skills* Some of these 
workers will bo able to claim unemplovment benefits when laid off» 
but others will not have had monetaxy eligibility* All States have pro- 
visions desired to reduce the incidence of seasonal claims, although 
these provisions operate imperfectly. In addition, many hid off work- 
ers ffo to work elsewhere* It would be interesting to see what evidence 
could be adduced to show what workers in seasonal industries did be- 
fore the advent of unemployment insurance. The reasoning th^t em- 
plovers faced with higher costs would tend to smooth production and 
stal^ilize employment is a hope, only marginally realized* Employers 
use any devices available to them to kee^ costs in line, including gov- 
ernment subsidies, and tax loopholes which they would seek« The nis* 
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torj; of experience rating for emplo- ers, a topic discussed in this 
section, is a prime example of how gc rtj but simple economic reason* 
iuff is uVimately overwhelmed by the complexity of human behavior. 

The discussion in the text of experience ratinjj makes this tax sys- 
tern appear more restrictive than it really is, larj^ely because the spec- 
itications given are out of date» Tlie Fodoral taxable wage base is now 
$4,200, Five States have taxa»ble wage has«s above thi; , ranging from 
$4,.W' in Xorth Dakota to $7,200 in Alaska. In addition, the maxi- 
muiii tax rate is not 2.7, but ranges, under the most favorable sched* 
ules in individual States (wiien the State reso^rves are high) Jipom 
2.8 in Rhode Island to 6.0 in Michigran. At least 30 States have these 
hijrher maxima. Nevertheless there is a time laff between the higher 
unemployment benefits charged to a tirm, and the increase in the tax 
rate for that firm. Experience rating la^;rs are also riddled with spe- 
cial provisions which operate to reduce the relationship between bene- 
fits cnarged and tax rates, for both good and bad reasons^ 

Mr. Feldstein has a tellinor conimenc in this section: "Chapin (1971) 
has shown that mean durations are lon/A.r in States with more ample 
unemployment benefits'". What are the facts? Chapin found in cross- 
s<H-f ion analysis amon;r States that the average duration was related 
to the maximum duration of the State law. The longer the maximum 
'Uirj^tion. the longer the average duration. Unfortunately, Chapin's 
-tudy seriou.^iV defcitive. It cnn easily be shown that the average 
<luration is arifhmeticaJfy related i.: the maximum duration, since the 
avrruge <-au onV be based on W4»i»ks of benefits recoiv*»d up to the maxi- 
!• "n. TTrr/^c*. ii* t!*o inn\imum is rai.^ed, ceteris paribus, the average 
will also rise, and thUi has nothing to do with ^n/jentives to remain 
nnemploycd. Feldstein's inference, here and elsewhere is that :agher 
benefits imply longer duration. This means that unemployment should 
be shorter for high wage claimfints, whope benefits are a smaller per- 
centage of their net wages, und longer for low wage claimants witti 
higher replacement percentages. However, the jiercentage of long 
term unemployed amon^ the insured unemployed in the professional, 
technical and managerial categories has ^nerally been as high or 
higher than the percentage in the industrial categories (28.5 percent 
as ngain?t 16.7 percent in Januarv, 1972 ; 29.4 versus 28.7 in April 
1972 : 33.0 versus 27.8 in June, 197u) . 

With respo(»t to suggestions for reduf'ing seasonal unemployment, 
no industnr has been studied more carefully than the construction 
industry. Studies of wajs of reducinsr seasonality in this industry 
Imve b€?n made at least since the 1920's in Germany, the United States, 
and Canada, among otuers. These st?idies have reen directed at re- 
ducing the total costs of construction. The end results up to this time 
seem to be rather marginal.^ 

I dont think the suggestion for shifting tha basis of experience rat- 
ing froni the firm to the individual should \)e taken seriously. How- 
ever, it is consistent with some of the other statements throughout 
this report which appear to suggest that unemployment is essentially 
voluntary, that a worker is responsible for his own unemployment, that 
he can make his choice between working or not working/or between 
working on one job or another job. If this concept were valid, then one 
should argue for much tighter curbs on unemployment insurance than 
does Mr. Feldftem. 
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The fact that tlie tux is \md by emplojrers is not irrelevant, as Feld- 
sfcein suggests. Employers have lobbied, individually and througjh as- 
sociations, fiercely against uicreases in taxes tliroughout the history 
of tlie unemployment hisurance program. They must obviously feel 
that they are alfeoted by it. I am more impressed bv their behavior^ 
than by the mfereutiafaKulyses of wouomists studying the tax in- 
cidence. 

13. Thti conclusions and recoiu! lendations in the fiiuil section of the 
report have already been conmienttd on liere to some extent However, 
I would like to offer some gei^eral couunents hs welh The basic prem- 
ise of this report seeuis to be that unemployment per se, is bad. As 
. a result, all sorts of proposals jvvhich vould reduce unemployment, 
from lowering (or not raising) tlie minimum wage to more restrictive 
uucmploynieut compensation provisions are nut forth. However, if 
ouc accepts the idea that workers otay unemployed longer because of 
nni iiiploynieut U^nelits, then unemployment cannot be bad from the 
worker's* perspective. So the argument must turn to whether the econ- 
omy i«? worse olT with unemployment benefits than with people work- 
ing |H'rhaps at unwitisfactory or marginal jobs. 1 suggest that the basic 
premise- of mlucinn; unemployment be reexamined more carefully. 
One sh!>uia keep in mind the faet that in 107i-\ for example. 44 |)er- 
eent of ltMl> year oKl unemployed were looking for purt-time work, 
and 'JO percent of ailult women were looking for part-time work. Also^ 
in 11)71 (tlie latest year for wliich 1 have tins uiformation),2:i i)ereent 
of all job-seekers, lo-il veai-s old, wei-e looking for temporary work. 
A consith'rable nnnilier i>f people in the labor force, particularly younir 
people, linve a casual atttichment to the labor market, associated with 
a hiju^h deirree «)f niohilify. Is ^his mobility, this experimentation among 
many workers, a gof>d or bad thhiir? I would 1k» very cautious about 
in.stitutinj: government programs wliich changed this pattern of mo- 
biiitv in tlie intemsts of reducing unemployment for that part of the 
laKVr force which was not in deprivation or. need. For those m need, 
with presumably otli**r incentives, a separate study should be ma<le. 
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COMMENT BY FRANK C. PIERSON* 



TIh' vt port by Martin Foldstoin is addrt^ssod to threo cnicial issues 
in thv rciniinuinjir debate over the prospects for unomployment in this 
truuntrv: (1) wlit tlicr tlu» unfinplc»ynu*nt rate can bi* rodurod much 
Ik'Iow |ipi(N.iit by expaiidin^f Uiryfrepite tleinand even if tin- infla- 
ti'Miarv ^Ib rts of mi« li i\u expaU'^i^uiisT pnliey uw disr^iranle ! :^ ' .i) 
how the strn«-?Mn' of Miieinplnyniriii that ha- eniiM\ir*'(l <'u\rv WnvUi 
War II in thv \ Slnli s ami tli^» iM :>i-:!-nt!y hijrh h vel n\ uneni- 

ploynn-nt thai has t-harafteri/i.! this iM-riiul are rrhited to nii*- an- 
other: io) wliat jMiIii-y nirasuri»s tui- «*a!!'v d i*«n t*Mh-al with tl)is asprrt 
of tlie ui:pniph)yni»Mit'prnbU'ni. De.^niti* thr rath »r as^^nrecl tone of his 
report, Prof^'^sor Fi^hlstt'in wouhl <loul»tl« y br ti:o Hrst to juhnir that f 
bis fintlinL^^ nio hijirhly tentativr and inay fonsiderably revis* *! {{♦ 
as I li(>pe is done, a fuller analysis is undertaken, Sinoe niy dis<-us?i4>n 
is rhiefiy rnnri rnrd with h(»w the pii'M'nt n»port niijrht be improved 
oil tlie arsuniplion a further analy^s is planne(b I cliall eoneentrate 
on what I -i jer tu br the report *s major weaknes^-es. 

I 

In stutlyiniu' tlM» eniph\vni«'nt olleet*? of niaero-demaiid oxpansiop, pol- 
icies. Feldst^'iu uses tlie welbk!)own Data Kesources (I)Rl ) nioWehor- 
more ;iccurau»ly. one of the later ver>ions af the I>KI lon«jr-terin «rrovvth 
njodeb to pr^'diin wbat rtTe'ts a pojjey of Histainp<l tis<*al stiniubis 
would haVi' o?; tin* ur.' inploymrnt rat*-, assntnirifr tb*' Jjolit-y did not 
indtn*r any ad«litinii;il intlationary ti-Tid<'nei(*s. Tiih^ss he i> nsiiijira ver- 
sion of tin* nio<h»! unknown \o n\i\ I thirdv this first and lutsir stc^p 
in bis analys^is is open to serious ijtie^tion. The 1)KI )no(b»l is a hu\tre. 
eeononiilrir systf»tn use«i for aMaly/.iuir broad. ma<-ro-*run/iini4« rehi- 
tionshif»s. Applyini' a nia<M'<i-i!int!<-l of this s«Mt to the e^'ot omv. par- 
tidilariy to t!n int» i'*ntr ino»ra<*ti<»ns lijikiuii" labor markets to tin- r^st 
of tin* eeonomy. is a niost ha/aidoii^ hnd<*rtakinir. Tiii" appli* - with 
sp«'cial fiu'iM'. of citinx-. to siniiih'i i<in ;:rf'di4'tinji-. surh as tho-c ?hown 
in tabh» -J uf thf r*'tH>rt. wlji^h rooipart iin«'niph;y!!M'nt outeotni-s for 
part ic'ular ^rrntip- in rh*' lab<ir foi'f»». 

Xo less inipoil;i!:t. it is my nnd*'r>tajjr.n^ that tlie louir-tenu l>lt\ 
model is a UenruMi modrl *Miibudyin<r e-M-ntially tlie same relaticui- 
ships. an<l basted f>n es>entially the^ame as-uniutidns. as the Dlil short- 
term moilel. 'I'lus means that tht^ prin^-ipal findinfrs of this pait of tlie 
report wt-rt* r««at'lu»d bi^foir the inv«»sti«ration was bi'«^un in tho sense 
that the rrhitiourhips between tuiemployment raterf f<ir different 
groups in the short-term model were asi?umed to remain nnchanged in 
the Jon^-term model. 



Mt>s*»|jh Wi,arton Prr»f#*KK<ir of pulitiral Kronomy. Sw^rthmore (.'one^e. Rob- 
iumn G. lIoUiHter. Jr., ami liirnard Saffran assisted In the ijrepuratimi nf these 
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This aPsumptioTi is cortainly questionable; indeed, is it not the cen- 
tral question which Fcldstein is examining? In the short-term* a de- 
mand model embodying a set of linear relationships is a valid basis 
for analyzing the prosjx^cts for employment and unemployment but 
in the lonjr-term, the supply aspects of the model must be introduced. 
If this is done, accoimt would need to be take, of differinjr substitu- 
tion rates among various catejjories of labor, Le, non-linear relation- 
8hi|*/S that reflect changes over time. 

Fcldstein touches on another aspect of the difficulties he faced in 
this investigation when he notes that his pol'cy simulations describe 
an economy • . that is behaving in a verjr dilferent contest from any- 
thing that'has actually been obseived durinpr the period that was used 
to estimate the model.*' In eflfect he is saying, even though the model 
is not bi^ised on any data for periods in which the unemployment rate 
for married men remained below 2 percent for any extended length 
of time, the moijel can nevertheless be used to profect* not only what 
the overall unemployment rate will be under such conditions, but what 
the rates for various sub-categories of the labor force will be as Wftll. 
To tn»at simulations of this nature . , more as illustrative of the 
genera? impact of policv than as precise forecasts" is to ask consider- 
ably more nf the model t)ian seems to me justifiable. 

It may w^ll be that further revisions of tlie DRI model will make it 
possible for Ft»ldstcin to get at some of these questions, but I think 
quite different modes of attack cotild well prove more effective. One 
po?sihility would be to examine inter-sector shifts in output and em- 
ployment with a view to estimating employment elasticities of uiffer- 
ent* categories of labor. Another would be to study comparative em- 
ployment-unemployment records of different labor force groups in 
various high-employment perioils, i.e., the "genuinely^* full-employ- 
ment World War II period, the briefer, less complete, high-employ- 
ment periods of the 1950's and 1960's, and f^e still briefer, even more 
incomplete, expansion of the early 1970's. Still another would be to 
test certain hypotheses about the Ubor market status of particular 
groups against the longitudinal employment data now becoming avail- 
able to researchers. Compared to these more discriminating types of 
analysis, I doubt if a macro-forecasting model, no matter what its 
form, is goin^r to throw much light on the kinds of long-term, inter- 
sectoral questions to which the Feldstein report is addressed. 

II 

The section of the report dealing with the structure of unemploy- 
ment is replete with imaginative insights and interesting compari- 
sons. The statistical estimates of unemployment rates for major dem- 
ographic groups under conditions of extreme labor market tightness 
between 1954 and 1972 contain a number of useful leads for ruither 
investigation. I have some questions, however, about Feldstein^ inter* 
pretations C l his preliminary results. As already noted, linear equa- 
tions of th' sort used in this part of the report may be ^uite inappro- 
priate v^h^A there are low rates of unemplovment sustained over long 
periods, despite Feldstein^s comment that . • . preliminary examina* 
tion of this issue does not suggest important noiuinearities.^^ The data 
he is using in this section largely reflect cyclical variations in demand 



ERIC 



S9 

hut »hr p'sults of }\i\< :inat\>-y ;Ur -4»t forth in lonir-tvrn^ nrojei'lion 
tc»rrii>. Kor ronsons oil ml at «»vr. this i« a hijrhly quostionuhlo proce- 

< hw of tlu» most }M!z/.lin2jr as;KH*t*« of this part of the ilisrussion is 
r»»l:|st% ill*?? iTitrrprrf Mtion of ihr huifi* ronstatit t' Vtn in th<* tvcnajje 
hn«*iu|>lov;nrnt (M|i,:it ii»iw in t:iM*» r.. Ho roTjrhah fur rxntnplo, that 
«»<pintion li.l .<h<>\vs thai rvru if tho inatnn» mah* rat<» was (h^prosst^d 
to l.r» porcciit. . . the oqiiatMMi iiupli<».< that tho mah* toonajre rate 
\v«ni!W hi» 11.1 prrn !;t." Hui at ;i l:in»r p >int fiMjmition ho oh- 
••t-rvos thnt. wlnu ailowniut- is inado for tho rohitivHy luoro rapid 
irit-roaso in tho proportinn of toonajjfois in tho cotal |)opnhitioiu the 
< o!jytant ti nn falls Wv:irnat ii-ally ami. when allowance is UKule for this 
<l« n!OMrr;,p]ii<. trond. th^ro is ! . a suhstantial increase in tho implied 
ro«ponsivt»nis:? of tho tt^enajn' rate to oyclical conditions/* Foldstein 
:?«»ni tholfss ooriflinles that, <riv«>n tlio oiirrent deniojrraphic structnre, 
t!to nialo toonajjro inuMuplovnu'Ut rate xvould ^^till remain unaoceptably 
liiirh <»vt n umh»r vory ti;iut market conditions, Couhl it not HpiuIIy 
\v* l! Ih» arjjruotl tliat. ix< the teenajro buljro moves upward into the 20- 
and .Ju yoar i*ati»trorios. tho male to< nafre nnomployment rate could be 
oxjMTtod to ho more i*e;?ponsivo to ajrjrn\:,^t«* dem^and chaufres? Sim- 
ply to .%sl: this «|uostion ilinstmti's a^jpun the danfjerof treatinjr chan^;- 
Hiir ratios as constant ratios in lonjr term pi-ojections, 

T\iv ironoral oxplanation for the porsistently hijrh unemployment 
?imon<jr toonajro and other johUw-prone jrroups which Feldstein de- 
V. l#»p^ is that the only johs open to them are so menial they are har<lly 
V. tt t;, t.ikin^r. luut h h ss koi uiu^ for any lenjrth of time, he asserts at 

v -riil points in tho report that the problem is not inadeouato overall 
UMuantl but tht» unuttraotivenes? of tlu» jobs aviiilable to tlje^e jnoups. 
Th-re is a certain plausibility to this Wlttal lal)or market" view of 
oruploymont conditions but there is nothing in the fijniros Professor 
FoMsteih adtiuces. or indeed in the jroneral literature, which justifies 
his quit catofrorical jroneralir-ations on the matt'^r. 

Fcldsteins treatment of the cotmter positior that the improve- 
m» nts m tho cpiality of job opportunities associated with tightening 
labor markets will S4>oner or later even reach down to the most sen- 

0 islv disadvantajieil workers, is a puzzling one. In support of his 
rrtt^fisius of this position he cites evidence to the effect that labor 
foice participation rates for n .nwhite male adults have declined dur- 
luu periods of tightiM.i:.;: labor markets. According to table 6, how- 
*»ver. nhir-h appears in the first section of the report, the unemploy- 
ment rate for nonwhite men is shown to be . . very much more 
sensitive to aggregate demand than other groups in the labor force/' 

1 rosmnably, he v/ould argue that this contrastmg behavior refers to 
two dihereiit categories of workers, those with relativelv weak la»>or 
totro attachments m the lu^st case and tho.^e with relatively strong 
labor lorce attachments in the second. My own view is that* the two 
^ets of data probably refer to different time periods rather than dif- 
ferent categones of workers, the former primarily reflecting lonff- 
term trend influences and the latten short-term cyclical infliienc^ 
In any event, this is hardb, convincing evidence that long periods of 
extn^me market tightness will not reduce the level of voluntarv un- 
employment among low-skill adult workers. 
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1 fount! nnu'h VvhyU'in^ <li vuysion of the stnicturo of m- 
nJoyrm nt* ospeoitilly his coinpiiri^onH In twwn particular gwups and 
l>rt\Ytvu tht> l\S. liutl \Mv.. illiiininutiniur auul provocaJivo. I do not 
ajxivf tliat tlio ovi(li»inv \w ]>r(»st nts yifhls tho conclusions he Ucrivos 
frtini it. hut he niisi^s questions vhil-h Weseiw caivfnl invest iptt ion* 

III 

Tlie jiolicy re\ =- \v .s(M'ti;in of tin* repeat provides an excellent cri- 
tMjue t)f various su«fp-sti(>ns, otlu'r th:ui iijuercMlenmMd ;'\pansion, 
for locineinjf uni'iuploynuMit anionjr these ••^hurd-to-empiov"* irroups^ 
Ft»hUti iu (lisrnsses f»)ur apprna< his. with differinjyr emj>h:Js<»s We- 
penilin^x on the jrroup involvecl: improved manpower traininjf. waije 
suhsidirs. puMic it»h rn-atinn priijrraui^ and redesifrn of current dis- 
MHM-utivrs to Work. P^^pite his earlier thnnc that the main prohlem 
is the uiuittnu^tiveiM ss of thr iol)« avai)ni>h» to these jjroiips. Feldstein 
puts lieavy stress in tin - sc^etion of !iis report on cl<isin<r olV the various 
lures to idli-m-^s. sinjirliujr o\}\ rlu- w»>rk-di?incentive effects of ilie un- 
eniplnyui* iif mniiH-nsatiotx "System feu special attack. True, he couples 
the>;» rrit.i isius with ^nu.*- ireneral rrferc»nces to the need for nioi-e 
and ^eiicr rarerr opportunities hut tlu» ])olicy analysis section of the 
report e<»nN is almost i ntirely v\i ways to induce hard-to-cm])loy 
ffit)Ui»s to take whatever jobs may he availahle^ Admittedly, some of 
Feldsteitrs prc^poj^als in this conneetio]i would make it Trnrder for 
emi»loyius to iiil tueniah drad-cnd johi^ but most of his j^roposals 
wotild have precisely tla» op|K>site etfcct^ 

As to Feldstein\s specific suirjrestions for removinjr work disincei^- 
ti*-es. 1 wonder how elle^ tive they would he. His analysis of the high 
Miarghuil tax nites to wliirh imlividuals receiving unempolyment com- 
pensation henetits are subject if they return promptly to work is log- 
ically convincin^r^ htJt I ijuestion how much a workers decision to take 
a job out' month rather than another wouhl he affected by making his 
unt-mplo nient henetits taxable^ His proposals for reducmg the mini- 
mum wau'* barrier to botler job opporttmities for disadvantaged young 
W4)rki'rs by a system of Youth Employment Scholarships ancl/or com- 
pany trainiug subsidies to be known as Emnlovee Investment Tax 
Oedits. HH in to me to f>e njore promising^ Tlio latter two proposals 
have the r, H'antagc of linnting the eujplo^ee or employer subsidies to 
jobs proviuing training onportuiuties^ wlnle the p; jposal to make un- 
employnu*?Jt be!jefits ttixanic does not. As Feldstem emphasizes at sev- 
eral jHur^ts in his report, tlje injportant need is to enlist public support 
in nusing the tpiality of jobs and careers open to teenage and other dis- 
advantagiMl workers. Merely increasing the cost to \yorkers of not 
working by taxing tmemplovment benefits, or decreasing the cost to 
employ(»rs of hirinir low-productivity empl)yees by reducmg the mini- 
nuuu wago of such workers, will not get at this fundamental need. 
Sucli proposals w(>uld carry quite a different impact, however, if they 
contained job-enhancement and career-improvement requirements. 

As with the other paits of the report, the section on policy calls 
for reexamination atid elaboration. What is needed is a set of rec- 
ommenchitions which will bring genuine career-opening jobs in the 
most i Ifective manner possible to disa^lvriUtaged tmeinployed and em- 
ployed wc kers at the lowest net cost to the public. Professor Feld- 
stein *s policy analysis falls considerably short of this goal but it marks 
an important step in this direction. 
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REPLY BY MARTIN S- FELDSTEIN 

The fivo discussants iuvitod h\ tlu» Joint Economic (\>nnnitteo pro- 
vide wido-ranginjs and iutiM-cst ifi^r conunents on my i)aper. 1 am 
pleased that in spito of the divci-sitv of views witliin the jirionj> there 
IS «renoral acccntance of niy analysis of the nature 4>f inienjph)ynient 
and snbstautiai snpix>rt for the polii'ies that I su^fjest. Of course, 
there aro also important disaL^'reemenls, Xot snrprisin^rly, -onu» of the 
discnissants sunpoit niv reconnnend:itions without fully art eptin«r Uiy 
diagnosis of tne problem. Similarly, some of the discussants concur 
witn my conclusions about the nature of unemph?vnient without 
accepting all of the statistical evidence that I present to support those 
conclusions. 

In this brief reply I will not attempt to deal with all of the ques- 
tions rais<»d by the discussiints. Some of the points that they make 
invohe errors of fiu^t or analysis that would rc<iuire lonjrer answers 
than are appropriate in this imte. Moreover, althoujxh sevend of the 
disiMissnnts press^nl for more detail-: about the structure of uivemplov- 
nient and about niy own proposals. I will not take the op]M>rtunity of 
this reply to present riew analysi-^ or to (»xpand tlie dest-ription of the 
policy proposals. 

My purposi* here istoclarify -;onie points of irenuine misund(»rstan<l- 
inir and to reply to some crltici-^ms that I find to be without any basis. 
For simplitMty. tbcs(» remarks are divided into the same serti<ui's as the 
ori;riual paper. 

L Tin: LiMrnio Ki i k wcv or lNCui;.\s:N(i 1>kmaxd 

Th(» ]un*pose of the first two >e**tions of nv* paper wa.^ to show* that 
expansionary maerwwtiomie policy t*annot Ih» relied upon to achieve 
the desire<l reduction in unemployinent. Xone of tlm di.scuJ^sants dis- 
airree/1 with this fun<hunenta] rnnrhisioiu This stan<ls in sharp con- 
trast tf> tlic more traditional iMnphasis on fiscal and monetarv policy 
that was strc.ssed in the hearitiL^s and in most of the nonprofessional 
pr(»ss. 

r have no basic quan*el with Iloir an<l Gordon who explicitly accept 
this cfinclusion but caution tli jt the n«» of conditional econometric 
foret-nsts to support this view is frauirht wif li dangers. In commission- 
incr my study as a backirround ]»aper for the hearings, the committi»e 
specifically requested that I tneparc econonu»tric forecasts f)f the type 
timt T reported. I was careful to emphasise that, in addition to tne 
usual **shortcominirs of an historienlly estimated model/- the current 
forecasts involve •Vlescriptions of an erononu* that is Wiavingr iu a 
very different context from anythiuir that has Iwn observed during 
the neriod that was used to estimate the model.*- I warned that; "The 
results must therefore l)e reirard^d more as illustrative of the general 
injpa^t of policy flian as pn^Mse forecasts/* I })cHeve that, despite 
their limitations, the simulations are tisefnl in ilhistratiuja: the limited 
eflicacv of increasinjr demand. 

(01) 
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Harrison and Pierson express concern that the forecasts are based 
on the assumption that the behavior of the labor market that has been 
obserred untu now will continue to prevail in the future^ They imply 
correctly that changes in the behavior of the labor market vmiUl alter 
the future response of unemployment to macroeconomic policy. How- 
ever, the purpose of the simulations was to show that vnf^^si^ th^ mirro- 
eeemomie henavi4yr of the labor market h rkanffed macnx-onnomic 
policy can have little effect. The econometric forecaf?ts are not intended 
to show what might be but what tcould be if only macroei ononuc 
policy were used. The pessimistic conclusion that emerges is the very 
reason for the policies to alter the behavior of the lal>or marker tlmt 
I develop in subsequetu r»ections of the paper. 

2* ThK STRrCTTRK OF T'^XEMPI.OYMENT 

To support the conclusion th. nacroecononiic policy cantiot be 
relied on to achieve a substantial reduction in unemployment, T dis- 
cussed three important features of the cun-ent laljor market : ( 1 ) the 
short duration of unemployment and hijrh turnover of jobs: (2) the 
ffreat differences in unemployment experience amonjj detnojrrapliic 
groups; and (3) the fact that job loss accounts for less than half of 
totAl tinemployment. 

I presented evidence to show that loner-term unemployment i? 
extremely rare and that almost every unemployed person finds a job in 
a relatively short time* Althonjrh this is not widely appreciated, i*^ h 
now lyenerally accepted by economists who study unemployment. T^ro- 
fesM)r Gordon writes: 

Professor Feldstein*s conclusion is that the ''current struc- 
ture of unemployment in the American economy is not com- 
patible with tlie traditional view of a hard core of nnem- 
ployed who a?-e unable to lind jobs/* On the contrary, the 
duration of tj. • nployment is typically brief* The trouble is 
primarily hijrli quit 'rates and frequent job changes* ♦ * ♦ 
With all this one can only agree* 

Only Mr* K%\tz ap]>ears to disagree with my ennclnsions ?tl>o»t the 
short duration of unemployment* MortMiven his ^^riticism seems to U» 
contradicted by his own published research* In his comment* Kaitjc 
writes : 

One example of Feldstein's perspective on unemployment 
is given in the following qnotation: **A more a^vurate de- 
scription is fin active labor nn^rket in which :Jmo?'t everyone 
who is out of work can find his usual type of job in a I'ela- 
tively short time ♦ * This kind of exaggerated statement 
occtiips elsewhere in the report *'*'*'* It ignores the segmen- 
tation of local job markets * * 

At fi later point, Knitz quotes my statement* Almost every unem- 
ployed person can now find a job in fi very short time/* and t^ien nsks 
rhetorically^ it pecr:.>ary lo U-.to isrur* wUh this str.nmenJ. or 
should one relv on the good sense of the reader to reject it out of 
hnnd?'* 

I hope that the evidence that T presented and Professor Gordon's 
comment qnoted above will restrain the reader from rejecting my 
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iiiifiorUuit conrlnsion in favor of tlic ^^traditional view of a !iarci oore 
of unemployod who are unable t4> find jobs/- Moreover^ Kaitz provides 
some detailed statistics in lus comment that adds further supprr ft>r 
the (inclusion that the duration of Vinemployment is generally very 
short* In my papen I cited the usual oflicial statistics on the distribu- 
tion of durations of unemployment: i.e», the number of weeks that 
nirrently unemployed perwns*have been unemployed. In an interest- 
ing and valuable article* Kaitz derived an alternative measure: the 
lenjrth of rompleted spells of unemployment. The evidence on com- 
pleted spells implies even shorter avcrajre durations of unemployment 
than the usual published statistics. As Kaitx noics, **while half of the 
unemployed have been imemployed less than 5 weeks up to the ref- 
erence week, the coniplet-ed sped distribution shows tliat almost thri^- 
fourths of completed spells are less than 5 weeks in duration/' After 
stating that only one-fouith of nil unemployment spells last more 
than 5 weeks, how can Kait>. reje<*t tiie conchision that '^Vlmost evory 
unemployed fierson can now find u job in a very short time?'' ^ 

The analysis of differences in unemployment ex|jerience amonrr dem- 
Offraphic groups showed substantinl virmtion in the n^sponse of Tinem- 
ployment rat4»s and implied that even an extremely tiifht lal>or mar- 
ket would h»ave some irroups witli hijrh unemployment rates, Althnnjrh 
this conclusion was not challenjred* several of tlie discussants objected 
to the use of sini?»le linear relations of the type used in equations ±1 
throusrh Sul>se(iuent work with more sjeneral nonlinear eipiations 
has now coTitirmed these conchnions. The new equatiims also imply 
that evrn if the unemployment rate for mature men were only 1..% jief- 
cent* the uneniployment rates for teena.L»'crH would be extremely Ipfrh- 
Ad jiHt ments for t h(* chanirinj^ demo^rraphic stnicture of the labor f >rce 
also lea VP the conclusion unaltered, - 

Gordon and Piersi>n raised the question of whether the differences 
in the senritivHy of tmemployment jmiotijr demographic jrroups would 
continue to be observed in cyclical and Fecul.ir movements in unempjoy- 
nient were distinguished. A re<'ent paper by ICosters and Welch' pro- 
vides evidence that this i? so,^ 

It is importJint to reiterate that ahlioujrb the <^pintionf^ do :ip|var to 
capture cc)rre<^*tly the jreneral chanicteristic thtit rnemplovnicnr nites 
for soni<* irrotips will remain hiirh even in i\ titrht Inbor market, the^' 
simple form of the emmtions may hi^ mish adinjr in some details. I 
showed, for example, tnat allowing for the chan^rinjr afje structure of 
the lab'^r foivc •^nhst^ntially rais^^l the estimated responsivener^s of 
male teenajrers btit .left essentially unchanjred their i)redicted unom- 

* Xote that although a ftjreU of unemployment crtn l>e terminated by droppinpr 
out of the labor forre, aiaoiLt; men aped 25^'50 who were nof In the labor force 
In 1972. le-jfi than 3 percent were not In the labor force because they thous^hf that 
they could not get a Job. The percentaj?e la even lower in other age and sex trroups. 

* There is some confusion in the comments about the interpretation of equation 
2.R In particular, the negative constant term raised some unnecei«wiry doubts, 
^ith the demographic variable In the equation^ the constant term ;*annot be 
considered in isolation. If the constant term is combined with the demographic 
rariable evalualcfi at the 1972 value of 0.1093, the combiniMl ♦*c/mstant term" is 
8.24. Moreover, the equation predicts almost exactly the same male te^ imge 
unemployment rate with RUM2$+ « 1.5 as the stmpli^r equation 2.1 (11.0 iier- 
cent instead of 11.4 percent) 

" M. Kosters and P. Welch. *The Effect of Minimum Wages on the Distri- 
bution of caianges in Aggregate Employment,*' American Bconamtc Review, 
June 1972. 
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ploymetit rate when the rato for mature men was lowered to 1.5 per- 
cent. Altiiough a similar analysis was not presented for female teen- 
agers. Gordon's evidence of a shift between the 1950's and 19eO's and 
of the experience of this group during four recessions suggests that 
a similar result would be obtaineil. More specific^illv, during the four 
cotitractions cited by Gordon, the proportional rise in female teenage 
unemploMnent rates was substantially less than the corresponding 
change for adult men: an averaoe of percent for teenage females 
and 64 percent for adult males. Moreover, throughout the llMJO's the 
annual unemployment rate for teenage females never fell below 13.5 
percent. 

3. UxEjupLovMEXT Amoxo Youko Wi>rkers 

Any discussion involving the minimum wage seems bound to in- 
voke strong reactions and soma misunderstanaing. I argued that the 
unemplo3nfnent among voung workers could be reduced if their jobs 
could be changed to otifer more on-tlie-job training and opportunities 
for advancement. I explained that our current minimum wage law 
prevents many yotmg people from accepting jobs with low pay but 
valuable expeVience. Those who come to the lalior mark<^t with sub- 
stantial skills and educration need not l)e affected by tne minimum 
wage. They are productive enough to permit employers to pay at least 
the minimum wage while also providing further training and op- 
portunities for advancement. Rut for the voung worker win has few 
skills and below average education, proilucing enough to earn the 
minimum wage is incompatible with the opportunity for adeqtiate on- 
the-job learning. 

I was careful to note that lowering the minimum wage for young 
workers might be useful but it would not be sufficient. Some young 
workers would not be able to afford to take a job with adequate train- 
ing and exi)erience. Others who could both afford and benefit from 
a low wage job might not take the opportunity. I therefore suggested 
that Youth Employment Scholarships be used to supplement earnings 
and to allow young workers to **buy*' better on-the-job training. If 
political realities preclude a minimiun wage differential for vouth, 
the Youth Employment Scholarfihip^ could by ife?elf provide the op- 
portimity for buying on-the-job training. 

Gordon and itolt support the proposed yoiith employment scholar- 
<;hip and Pierson describes it as ^*promising'*. Kaitz rejects the idea 
but offers no facts or analysis to support his view. Instead he writes: 

During the time of Charles Dickens (and much later also) 
young people ha\*e had to pay to take jobs in firms where 
there was some prospect of a future. In recent years, I suspect 
that the reverse nas often been true : that shortages of workers 
in the late lJ)60's led to the hiring of many young people 
whose mai^nal product was less than their wage. 

Even if this was so for some young workers, it does not in any way 
contradict the fact that many voung persons with few skills and 
little education were unable to olbtain employment with valuable on- 
the-job training. Kaits; also comments that : 

I expect the more likely situatimi both in the past and at 
present is that these low wage jobs would lead to nothing much 
in career development. 
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This again ignores my entire analysis of the minimum wage and of its 
eifect an on-the-job training. Young workers who now earn the lowest 
wages are generally those with the lowest skills. Because of the mini- 
mum wage, they are denied the opportunity to buy on-the-job train- 
ing. It is not surprising that the x>ast. experience of this group has 
been that low wa/re jobs are also dead end jola Kaitz apparently does 
not undor:stand that the basic purpose of the Youth jKiuploynieut 
Scholarshin is to break the historical pattern b^* permitting the dis- 
advantaged young worker to buy on-the-job training without suffering 
tinancial hardship during the period of training. 

Harrison rejects the Youth Employment Scholarship because he be- 
lieves that firms that could offer valuable job experience would not 
respond to financial moentives : "Feldstein*s assiunption that primary 
firms would hire teenage if it became pi*ofitable for them to do so 
is questionable.'* Of course an\i.hing could happen if firms were really 
not interested in making profits and were willing to forgo profits in 
order to indulge an irrational prejudice against young workers. I pre- 
fer to believe that firms can be induced by wage subsidies to hire 
young workers into jobs with valuable experience and promotion pos- 
sibilities.* The experience of other countries supports this belief. In 
several countries where a minimum wage law does not provide an 
effective constraint (1) earnings rise ranidly during the first few years 
of employment, (2) there is substantial on-the-job training, and (3) 
youth unemployment rates are relatively low.** 

Harrison and Kaitz also sug":est that the Youth Employment Schol- 
arship would not be effective because of labor market discrimination 
agaijwt young hhicks. It is important to remember that 78 percent 
of unemployed teenagers in 1972 were white. Although the unem- 
ployment rate was higher among nonwhites, the unemplovment rate 
for white teenagers was U.2 percent. Even if labor market discrimina- 
tion against young blacks were so strong that they could not be helped 
by tinancial iuivnti ves, the Youtli Employment Scholarship would still 
serve a very important social and economic function. Moreover. I do 
not believe that irrational discrimination would make employers in- 
sensitive to the inducements of the Youth Employment Scholarship.* 
On the contrary^ because low skills and little education are most com- 
mon among minority youth* this group could benefit most from a pro- 
gram of employment subsidies for young workers. 

One final issue in section III deserves att4?ntion. In appraising the 
official estimates of the youth unemployment rate* I described the 
results of a national sur\'ey conducted under the direction of Pro- 
fees??)r Herbert Pames for the Department of Labor. The survey^ 
conducted by the Bureau of the Census, interviewed young men about 
their employment status and future plans. In contrast^ the official 
unemployment rates obtnined by the curr it population survey are 



*I dliqniBji !n the text why the failure of prevtous wage rabsldy tralnlagr pro- 
grams such as J.O.B.S. Is not relevant to the curretit proposal. 

• See Bureau of Labor Statistics. Youth Vnemph>meni and Minimum Wage$, 
Bulletin 1657. WashlnfTtoQ, 1970. and Peter Doeringer, ''Low Vnj, Labor Market 
I>ualism. and Industrial Relations Sjrstems*** Harvard I&stltnte of Beonomte 
Research Discussion Paper* 1S7S. 

* f(ee Rirhard Freeman, ''Changes In the Labor Market for Black Americar^s, 
1048-72", BrookinffM Papers on Economio AeiMtp. for evidence that tra* 
dltlonal patterns of labor market discrimination are rapidly dlminisbtog. 
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based on interviews with only one person in each household, usually 
the mother of the yonnjr ni?ni. The Panie^i survey found much loweV 
rates for nonstudents than the official estimates. I cited this evidence 
to indicate the ^'oniplexity atid uncert^\inty involved in analyxiujpr 
the offi<»ial statistics. I explained that even if the official fijrures 
are replaced by the Fames estimates the jofeneral conclusion remains 
that youth unemployment rates are extremely and unnecessarily hiffh. 
Kaitz notes that the* Fames estinuites reflect a coding error that makes 
the teents^je unemplovment rate lower than it should be. The error 
was to treat those lookinff for their first jobs as not in the labor force 
and therefore not unemployed. Althouj^h new labor force entrants are 
a large fraction of unemployed yoiith durinjr the summer months, the 
comparison of CFS and Fames figures in the report refers to October 
when new entrants are much less important. With 5^5 voung nersons 
in the sample, the coding error relates to only 97 individuals. Un- 
fortunately, at this time the corrected data lias not been fully re- 
analyzed. A comparison of the available a^arregate figures shows that 
a ver>* substantial difference remains even after the correction is made. 
For all men less than 25 vears old, including both students and non- 
students, the published Fames estimates indicate an unemployment 
rate of 7.5 percent, hiirher than the OFS rate of 5.9 percent for the 
same week/ Adding the i>7 miscoded unemployed to the unemployed 
count by F»iimes raises the Fames unemployment rate to 0.4 percent. 
It is clear that the measurement of unemployment among young per- 
sons involves many severe difficulties. The possibility of substantial 
error in the CPS figiires therefore remains and the reasons for the 
different estimates require further study. 

4. Four Soi-rces op FxEMPiiOY>iEKT Amoxo AntXTs 

I am afraid that my discussion of public employment was not clear. 
In contrast to the inipression that T jSfave to at least two of the dir- 
cussants, I have no objection to public employment or public pro- 

Cms as such. In advocating the use of wajcje subsidies for those whose 
' skills or handicaps prevent employment at the minimum wace. I 
intended that these subsidies could be used in either public or private 
emplo>*ment. My criticisms were directed at the creation of public 
jobs whose primary purpose is to create employment rather than 
useful services. 

Is the proposal for **nnproductivft public employments^ really a 
straw man? T think not. In 8efHifip Nati^maJ Prhriti^A: The fftTS 
Bv^fffif. Charles Schult7*e and his collaborators provide a very valuable 
analysis of alternative approaches to job creation. They review the 
history of job creation in the depression, contrastinpr the strategies 
of the smaller Works Projjress Aaministration and the larger Public 
Works Administration ( p. 195) : 

The two afrencies had different approaches to the problem 
^of job creation). The WPA emphasized the creation of 
jobs rather than the usefulness of the project* 



' Note tbat for aU younn; men tbe Fames unemployment rate excMdt the 0P3 
rate t^bile tbe opposite is true for tbose who are not students. 
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When they turn to tho cnrront choice between public cmployuunit unci 
subsidies to private employers^ they emphasiise that (p, *200) 

The advantaj^e of public einploymcnt is that the (tovciti- 
ment can jjive primary eonsidcration to croatiiifr a job ami 
secondary cunsicloration to turning out Si useful product, as 
was done by the WP A. 

The problem of the 10:)0 s was not to fird work for those witli few 
skills or specific handicaps* RaUier it wivs to Iticrcost* ajrsn'c^te de- 
mand for goods and services the prod\iction of which would reoniploy 
the nearly 2?^ percent of the labor force who were without work. The 
WPA played a si^niificant role in acliieving econoniic recovery be- 
csixvv. lik " oth Tc>nns of dcfi«*it spcndin?/, it provided a stimulus 
to airjrn'jrato ilcniund and a basis for the Ivryncsian multiplierjirotHSs. 

The purpose of job creation in the IDToVis ver>* different* The c\ir- 
rent problem is to tiiul work for the I or 2 percent of the lal>ov force, 
who. because of low skills, would ntJiei^wise be permanently unem- 
ployed. Productive jobs for this group should be the aim of our cur- 
rent policy. 

Let me reiterate that the^e lobs could be either public or private. 
Tlie wage subsidy vouchers ana the inteifration of the minimum wage 
with income maintenance are equally applicable to private and public 
employment. 

5. Improvino the Ixcentixt. Eitkcts of Fnemploymknt 

comfexsatiox 

Section V of the rejwrt explains why our current system of im- 
employment compensation is likely to incivase nearly all wurces of 
adult unemployment : seasonal and'cycli^al variations in employmentj 
weak labor force attachments and unnecessarily long durations or 
unemployment. For those who are already unemployed^ it greatly 
reduces and often almost eliminates the cost of increasing the period 
of unemployment. More generally, for all types of imst^4ly work — 
seasonal, cyclical and casual — it raises the net wage to the employee 
relative to the cost to the employer. This encourages employers and 
employees to organize production in ways that increase the level of 
unemployment bv makmg the seasonal and cyclical variation in un* 
employment too large and by making casual and temporary jobs too 
common. 

I suggest three ways to reduce the current bad disincentives :( 1 ) in- 
cluding unemployment compensation benefits in taxable income; (2) 
removing the lower and upper limita on the experience rate^ employer 
tax ; * aJid (8) shifting part of the experience rated contributions from 
the firm to the individual. 



*Tbe analysts by Schultse et ol. doei not twov eltber miblle or private em* 
ployment but pretents tht caae* for and afainst €aeb appreacb. 

* Mtboogb Kaltas is correct tbat Statea bave recently been Increasing the tax 
hr . And masimma tax rmtev tbe earrent levels are stUl far abort of fuU ex- 
|ie.«.*nee rating. Tbe tax base in 1939 was $3,000: In 1972. only Ave Statett 
Axcfwii'' $4.200« Tbe maxlmnm tax rate nnder tbe least favorable scbednleQ av- 
oraffes upK^xinmtely 8.7 percent: under the most fa%*orable K('he<1n1oR. the av- 
erage iM only about 2.7 percent 
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The Jisnissints are ajfuiii (livid(*iL Holt uott^^s^ that he agrees with 
many of tlie recouimendations. Harrison supports the prollOJ^al Ix^caiise 
ho believes in the '^imposition of full cost responsibility**.^" Pienson 
finds tliat the analysis of the high ''marginal tax rates^' implied by 
iineniploynient cunipensittion is *iogicallv convincing** but questions 
the etfect that this nas on duration, Kait^ also agrws that the dis- 
incentive effects are ••real** but believes that their efte^t on nnemploy* 
metit is exaggerated. He nevertheless agrees that it ma}* be that un- 
emploj-ment benefilts should J»e i>art of taxable income. 

Gordon disagrees strongly with the proj^osals to t inform unemploy- 
ment comi)ensation and, on some of tlie issues, is joined by Ivaitz. 
Tliree basic criticisms of the analysis in the report can be distinguished : 
(1 ) the coverage of imemplovment compensation is exaggerated: (2) 
Massjiclmsetts is so atypical tlluit the examples of disincentive are mis- 
leading: and (3) the estimate of l.^Jo percent additional unemployment 
due to our current system of unemployment compensation is there- 
fore too high. I find none of these criticisms to be convincing. 1 will 
examine eacli in turn. 

Gordon claims that the report **badly exaggerates the extent to which 
those counted as ujiemployed in the official statistics aiv coveml by 
unemploymeni comi>ensation. paiticularlv in prosperous years.** I do 
nnt believe that I made any exaggerated estimates and Gordon pro- 
vides no fiLnires of mine to support his assert iozi. He does offer some 
fi:rures of his own to show that njany unemployed receive no unem- 
ployment cumt)ens:itio»j iMit these figures are themselves misleading. 
More specificnllv. Gordon notes that in 1971 the ntimber of insured 
unempk>yed under State prognmis averaged only 43 percent of those 
counted a- memployed in the current T)opnlatibn survey. However, 
uiiemi^lovtrx nt compensation is not limited to SMr i>rograms. Fed- 
eral employees, veterans* railroad workers and othei-s receive l>enefita 
without being counted imder »^foU progranis. In lf>7l. insured un- 
employment under a77 programs was ^2 |)ercent of the official number 
of imemployed. Gordon-s conclusion that. "In «hort. considerably less 
thfin hnlf tlie unemployed, even in a year of relatively high unemplov- 
ment like lOTI. are covered by unenqdoynient cf)tn}>ens:ition/' must 
reiected. 

Mon»/>vor. if attention is limited to unemployed ndults the extent 
of unemployment compensation is very much greater. In 82.7 
p^Tcenf of Vhe in^uren unemployed under State programs were 95 
yeai'R old nr over. In contni^t. only 5^».A percent of nil the unemployed 
were in this aire grotip. By applying the ^2.7 percent to nil the insuVed 
unemT>loyed ^not just those under State programs^. we can estimate 
that 7^ 0 percent of all the unenjploved over age 24 were insured. 

.Vlthough tmemi)loyment compeni^'ition is intended primarily for 
job lo=er«. under certain ennditions those who have voluntarily left 
their previous employment or who aw* reentering the labor force are 
aho elitrible. It is interesting that in 1071 the number of insured un- 
employed tmder all profrrams (2.598.00n> actually exceeded tbe total 
number of unemploved persons who were clarified as job losers 
(2.313.000). 



Harrison appears tr» tnt»ntiderstanrl the method that I propose for ladlvidnal 
expeHf>neo rating: I would hare the employee*!* eonfrihufinn and not bis pro* 
cp^tive henefliB depend on past experience. 
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These figures Iruvo no ilv : that rovorajre of unoiiiplovmoiit com* 
pensation is extcMisive ninl t)i?it :unonir tulults wl are not ii\?\v entrants 
•or reentrants it U nearly nni .H»rs;il. S*inve the disincentive elVects tlmt 
T <li?H!u«5ed in ?ertion V <le:iU with this ffroujn I i*annot accept (lonlou s 
claim that I exagrjrerate the extent of <'overajre. 

Both Gordon and Kait35 assert that the exaniulr^ exa«rjtfer:ue the 
maffnitnde of the disincentive elfe*'t for thosi* whfi an» nnetnployed 
ana mreivinjT ooin{>en:^ntinn. Tliey haj^e this ;isf?<Mtioiii on tlie fact ilMt 
Masachu?etts \vat< u^eJ foi- tlie examples iWuX that Massa<*hu«i*tts hei-e- 
Rta are said to be relatively penerous, AUhou«rh the {)arti<Mdav rules 
differ amonjr States* almost all States provide approximately r»r> pi*r- 
cent of previous earnin«rs up to some maxinmm \v»»ekly honefit. The 
maximum weekly l>enefit varies amonjr the State*<; tlve 11>T2 Xfas-^a- 
chusetts maximum of $74 is above the national aver^ire of $05. But 
the a!>?5olute maximum is less relevant than the nOation between the 
level of unemployment compensation in the State and the level of 
waires in tli*^ State. States with hiffh levels of un'*n)?)olyment benefits 
are frenerally also tliose with liijrh wajre levels. As Gordon notes^ the 
ratio of averaffe weekly benefit to averatre weekly waffe in Masr<achu- 
setts was or less than 5 percent alK>ve the national average of 
0,357*'* Thus when the benefit level is related to local w^ajjes* Massa- 
clnisetts does not a|>pear unusually jien^^rouft. 

Gordon and Ivaitjc also implv that, sinr^ Masd;ichu$etts is one of 
only 11 States that pay depenr^ents' allowances, the example in the 
text exajrperates the extent to which unemployment compensation i*e- 
duces the loss of income from beinsf unemployed. The provision of un- 
emplovment benefits is a^tuallv more widespread than is sujr/ffested 
by reference to only 11 States, tn 1971, these States^ contained 33 per- 
cent of the instired unemployed. Examples of the effects of unemploT- 
ment compensation with dependents' allowances are therefore of suV>* 
stantial interest. But even it the dependents' allowances are excluded, 
the combination of imtaxed unemployed compensation and the rel* 
ativelv hiffh marginal taxes on wanes imply that unemployment com- 
pensation rei>laces a veiy hijfh fraction of lost net income. Consider 
the examples in the text :*a man who earns $500 per month and w*hose 
wife enrns 5^350 |)er month : If he if* unemployed for 1 nmnth his taxes 
fall by Si 34, He therefore loses $3fi6 of net income. Unemployment 
eompensation pays i^2r»0 or 08 ])ercent of his lost net wajres.*^ Viewed 
somewhat differently* return to work yields only an additional $116 



It !** ImiMirtnnt to n^lterate that thl« ratio must not Ih» Intena^tc-d ns a 
mea^iirt* of th^ patent to whl^h unemployment compensiatlon replac*es lost eam- 
lncj». This ia a common fflllat% 59ince lower wac^^ w<^rkers ar<* more Hkely to be- 
o<tme nnemployM than hlticher wajre workers. thf» rntio ormiparew the benefits 
of a low wnjre larronp with the eaminpi of the entire population. Moreover, the 
avemiTP wfuro In cross of tax while the unemployment benefits are not taxed. 
A» the examples In the report and in the next parasrapb of this r^ly Indicate, 
unemployment compennatlon typically replaces more than half and often mote 
tbnn two-tblrdH of earnings. For workers with loi^ waicea, especially in two 
earner families, the replacement can even be much greater. 

" An I noted In the report thl» Im^res the waiting period of 1 to 5 days. The 
exl5»tence of a waiting period may however increase nnemployment. In j*ome 
occupations (e.g., track driven?, conatructlon workem, general laborers, painters, 
•♦to there are Jobs that may last only a few days. Those who are already col- 
lectlnir unemployment compensation will he reluctant to take work that in 
expected to last only a few daya and thai to result in a new waiting period. 
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or 2.1 percent of {jross waijes: the laiuginal "tax** is 77 immvoiU. Sli:.v 
the osample assumes? no Uependents* allowances, a .'►0 i)orocnt Imwfix 
rule and a relatively low weekly dollar beiielit, the 77 percent ran Im- 
r^jLfarded as a cwnseVvativB estimate. With dei>endents' all(»waMft»8 for 
two children^ this rj:«« to S7 percent. The percent^^e is oven •jj-eatcr 
lor someone whose marpnal rate of Federal inronip tax is lii«rlM«r. 
i.e., whose earninjrs are higher (up to the State uiaximmn), wlio-o 
wife has higher earnings or who is single. " , 

On til© basis of my analysis of the available evidence, I estimatfd 
that the current unemplovincnt disincentives increased the 1972 un- 
emplo\'mcnt rat© by at Iwist 1.25 percent. Because Gordon believed 
that 1 exaggerated the extent of c«>verage and the magnitude of the 
disincentive, he concluded tbat the 1.2r» |)ercent was an overestimate. 
Xow that the facts on the extent of coverage and the replacenu'nt of 
income have been examined, the estimate of 1.25 percent sliouKl seem 
more likelv. 

First, tlie report explained how our ^'stem of unemployment c«an- 
i>ensation increases the n>siM)nsiveness of unemployment to changes 
in output. If our cyclical responsiveness were rwuced to that of 
Britain, tlie cyclical range of unemployment rates in the lOOO's would 
have been cut by 1.-1 percentage, points. If a reform of unemployment 
compensation achieved one-third of this, the unemployment rat« would 
fall by more than 0.4 percent. 

.Second, unemplovment com|)ensation also exacerbates seasonal un- 
employment. If sealsonnl imemployincnt could 1h* avoided iMnnplrt.-ly. 
the average unemplovment rate would fall by more that 0.7:^ |H»rre!iT. 
However, as I was careful to note, some seasonal unemploynu nt is 
technologically desirable. Gordon also notes that about tme-fourtli 
of the seasonal unemployment n»flects new labor force entrants wlio 
are unaffected by unemployment compensation. Nevertheless, unem- 
plovment compensation raises the rate of seasonal unemployment in 
an iindersirable wav. If one-third of unemployment were eliminate*! 
by reforming unemplovment compensation, an additional 0.2r» fier- 
cent would be cut from t1tie overall rate of unemployment. 

Third, the 1971 unemplovment rat© of 5.9 p«rcent was a^ssociatcd 
with an average duration of 11.4 weeks. A reduction of 2 weeks would 
therefore lower the unemployment rate by 1 percent (to 4.9). Since the 
insured unempl»ye<l are 52 percent of all miemployed, a 4-weok re- 
duction in their unemplovment durations would lower overall unem- 
plovment by 1 percent, .Similarly, a -l-week reduction would lower 
overall unemployment bv 0.75 percent. Although comparable data on 
the unemployment durations of insured and uninsured workers is not 
available, the differences in the age distribntion alone suggests that 
the average duration of insured unemployed is greater. A Ji-weck re- 
<hirtion probably represents le,ss than a 26 percent fall m average 
duration. The very skewed distribution of durations (the median is 
only 5 weeks) implies that this could be achieved if a relatively small 
fraction of those now unemployed for several months found work much 
earlier. 



"The conrliwinn that very hlnh r«teft nf net Innomit tepUoement »» common 
In nil 8tat«i 1» supported by addltlflnal analysis completed alnc© the original 
report wan aahmltted. See mj "UnemployneDt Compensation: Adverse Incen- 
ttves and Di«tri!>otIoBal AMomlles.** mimeographed, JOTS. 
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These three cotitrihuticins to a lower uneniploynaMit r3ite--0.4o per- 
rent from reduced cyclical rt»spansivene.«s, 0,25 [UMvent from Kvijs sea* 
sonal variation, and 0J5 percent from shorter durations— ini{>Iy a 
fall in unemployment of L40 pi!rcent. These estimates are obviously 
crude but need not be regarded as biased in the direction of optimism. 
In addition, a change in unemployment com{)eiLsat um wouhi ro4lu<*e the 
relative number of casual jobs and of jobs witli a lu^h probability of 
termination* Unemployment compensation is a dominant factor iti the 
economics of uneniployment. and itn ivform could substantially lower 
the permanent rate of unemployment. 
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